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INSTRUCTIONS  FOR  STUDENTS 

The  section  on  Accountinj^  for  Branches,  Combinations  and 
Reorganizations  contains  four  lessons,  each  consisting  of  one  or 
two  chapters,  as  shown  in  the  Outline  of  Lessons  on  the  preceding 
page.  On  reading  the  text  you  uill  find  that  at  the  end  of 
each  chapter  questions  or  problems  or  both  are  given  to  which 
answers  or  solutions  are  to  be  prepared  by  you.  Your  work  is 
to  be  retained  until  all  the  chapters  contained  in  a  lesson  have 
been  read  and  answers  and  solutions  to  the  (juestions  and  prob- 
lems at  the  end  of  each  have  })een  prepared.  Then,  inspect  your 
work  carefully  and  send  answers  and  solutions  for  examination 
Contmue  with  the  study  of  the  next  lesson.  The  completion  of 
this  text  reciuires  the  mailing  of  four  sets  of  answers. 

In  studying,  read  a  few  pages  at  a  time,  if  possible  an  entire 
chapter.  Never  skip  from  one  part  of  a  lesson  to  another. 
If  you  fail  to  understand  a  statement,  pass  over  it  temporarily, 
continuing  your  reading  until  the  chapter  is  finished.  Then 
read  the  chapter  again  and  study  thoroughly  the  questions  and 
problems  given  at  the  end.  If  the  point  is  still  obscure  write  us 
for  assistance.  Information  blanks  and  addressed  envelopes 
are  provided  for  this  purpose.  Hemendjer  that  although  you 
benefit  most  when  you  solve  your  difficulties  yourself,  too  much 
time  should  not  be  spent  in  attempting  to  understand  one  point. 

Do  not  be  in  a  hurry  to  put  down  your  answers.  Usually,  it 
is  best  to  prepare  your  work  in  rough  form  before  it  is  complet'ed 
in  final  form.  If  you  desire,  journal  and  ledger  paper  and  work 
sheets  can  be  purchased  cheaply  in  your  own  locality  or  from  the 
Technical  Supply  C^ompany,  Scranton,  Pa.  The  appearance  and 
legibility  of  your  work  is  important.  If  you  have  access  to  a 
typewriter,  work  may  be  tyi)owritten,  otherwise  use  ])en  and  ink. 

Detailed  information  regarding  studying,  sending  in  your 
work,  etc.,  is  given  in  the  pamphlet  How  to  Proceed  with  Your 
Studies. 
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ACCOUNTING    FOR    BRANCHES, 
COMBINATIONS    AND    REORGANIZATIONS 


CHAPTER  I 
AGENCIES  AND  BRANCHES 

1.  Reasons  for  Establishing  Agencies  and  Branches.— In  marketing  goods 
over  a  wide  territory,  the  manufacturer  or  large  distributor  of  a  particular  line  of 
merchandise  is  faced  with  the  serious  problem  of  determining  some  means  by  which 
the  company  may  maintain  a  reasonable  degree  of  contact  with  its  customers. 
This  is  particularly  true  when  a  nationally  advertised  brand  is  handled.  It  is 
essential  that  the  distant  customer  receive  satisfactory  service,  that  his  orders 
be  handled  promptly  and  courteously,  that  complaints  be  adjusted  promptly  and 
to  the  satisfaction  of  the  customer,  and  that  the  product  be  favorably  as  well  as 
widely  known.  The  manufacturer  or  distributor,  by  carefully  selecting  jobbers 
and  retailers  may,  in  some  measure,  accomplish  the  desired  end.  Certain  of  his 
outlets  may  be  very  satisfactory,  while  others  are  less  so,  because  there  is  no  uni- 
*  form  managerial  policy  governing  each  and  every  outlet.  The  system  of  agencies 
or  branches  has  been  adopted  by  many  manufacturers  and  distributors  in  order 
to  secure  more  strict  control  over  the  retail  distribution  of  products. 

2.  Agencies.— If  the  agency  system  is  followed,  the  agents  are  carefully 
selected  throughout  the  territory  to  be  served.  Ordinarily  they  are  supplied 
with  samples  and  with  catalogs  or  other  descriptive  literature.  The  agent  in 
some  cases  may  carry  in  stock  a  number  of  repair  parts  if  such  are  essential  to  the 
satisfactory  merchandising  of  the  main  product.  In  dealing  with  customers, 
the  agent  ordinarily  takes  orders  for  their  requirements.  These  are  fonvarded  to 
the  main  oflfice  or  to  a  branch  distributing  point,  from  which  place  they  are  filled, 
the  goods  being  sent  either  to  the  agent  or  directly  to  the  customers.  The  head 
oflPice  passes  on  all  requests  for  credit  and  likewise  undertakes  to  make  collections. 
Some  memorandum  is  usually  kept  of  the  transactions  with  each  agent,  this 
memorandum  serving  the  dual  purpose  of  a  basis  for  commissions  and  a  record  of 
the  business  transacted  in  a  given  territory.  All  agencies  are  not  handled  on 
exactly  the  same  basis.  In  some  instances,  the  agent  may  deliver  goods  to  the 
customer  from  a  very  small  stock  which  he  keeps  on  hand.  This  practice  is  par- 
ticularly adapted  to  those  lines  of  merchandising  in  which  the  number  of  units 
from  which  a  choice  may  be  made  is  relatively  small.  Thus,  in  the  case  of  type- 
writers, for  example,  the  agent  may  dispose  of  a  machine  from  his  stock  and 
immediately  order  a  new  one  from  the  factory.  In  still  other  cases,  the  agent  is 
expected  to  buy  the  samples  that  he  keeps  on  hand.     Usually,  he  has  the  privileo-e 
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2  AGENCIES   AND   BRANCHES 

of  returning  unsold  units  if  the  agency  is  surrendered.  If  the  agent  receives  cash 
from  a  customer  he  remits  this  to  the  head  office  after  deducting  his  commission. 
Theoretically,  the  agency  is  solely  an  order-taking  unit  but,  in  practice,  wide  variations 
will  be  found  froyn  this  principle. 

3.  Branches.— Although  the  agent  is  the  direct  representative  of  his  principal 
it  is  frequently  found  that  agencies  present  the  same  difficulties  that  are  found  in 
connection  with  the  independent  retailing  of  the  manufacturer's  product.  Even 
with  strict  supervision  over  all  agencies,  it  is  difficult  to  secure  uniform  results.  For 
this  and  other  reasons,  many  distributors  and  manufacturers  have  turned  to  the 
establishment  of  branch  houses  or  branch  retail  stores.  The  chain-store  system 
in  groceries,  meats,  cigars,  drugs,  hardware,  and  other  lines  is  based  on  this  principle. 
A  branch  is  a  local  unit  of  the  parent  or  principal  store.  One  branch  is  very  likely 
to  be  quite  similar  to  any  other  branch  in  the  system.  This  is  certainly  the  case 
with  the  five  and  ten  cent  stores.  They  differ  principally  in  the  matter  of  catering 
to  strictly  local  needs.  Each  branch  carries  a  stock  of  merchandise,  usually  passes 
on  its  own  credits,  makes  it  own  collections,  and,  in  general,  attempts  to  be  a 
local  store.  In  some  instances,  credits  may  be  supervised  by  the  head  office  and, 
in  some  cases,  collections  are  supervised  from  the  same  source.  The  degree  of 
control  over  the  branch  desired  by  the  head  office  varies  between  gi\'en  lines  of 
industry  and  between  manufacturers  or  chstributors  of  a  given  line  of  merchandise. 
The  accounts  kept  are  largely  dictated  by  the  degree  of  control  desired. 

The  accounts  vary,  too,  with  the  complexity  of  the  operations  of  the  branch.  - 
For  example,  the  company  may  own  the  land  and  building  connected  with  the 
branch.  This  may  be  true,  likewise,  of  large  amounts  of  fixed  equipment.  In 
such  cases,  the  fixed  assets  may  be  carried  on  either  the  branch  books  or  the  head- 
office  books.  At  times  the  head  office  may  wish  to  have  special  control  over 
merchandise  sent  to  the  branch.  In  such  case,  a  special  account  with  the  ship- 
ments may  be  maintained,  while  other  current  transactions  are  passed  through  the 
branch  control  accounts.  If  no  special  merchandising  problem  exists  and  if  the 
branch  owns  little  or  no  fixed  equipment,  all  branch  transactions  may  be  passed 
through  one  branch  account  on  the  books  of  the  head  office. 

Head-Office  Books 

Cash.— Cash  sent  to  the  branch  should  be  charged  to  Branch  A  Current 
Account,  and  credited  to  the  Cash  account.  If  this  remittance  is  to  reimburse  a 
petty  cash  fund,  it  follows  that  the  expense  accounts  of  the  branch  are  being 
carried  on  the  head-office  books.  To  establish  a  petty  cash  fund  for  the  branch, 
the  entry  is  no  different  from  that  establishing  any  other  petty  cash  fund,  except 
that  it  may  be  charged  to  either  Petty  (^ash,  l^ranch  A,  or  Branch  A  Current 
Account.    Subsequent  reimbursements  of  the  fund  are  handled  in  the  usual  manner. 

For  cash  received  from  the  branch,  the  head  office  should  charge  Cash  account 
and  credit  Branch  A  Current  Account. 
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AGENCIES  AND   BRANCHES  3 

Merchandise.— No  special  problem  presents  itself  in  connection  with  merchan- 
dise shipped  to  branches,  unless  the  shipment  is  made  at  some  figure  other  than  cost 
price.  If  the  shipment  is  made  at  cost,  the  amount  may  be  charged  to  Branch  A 
Current  Account  and  credited  to  Purchases. 

If  shipments  to  branches  are  not  made  at  cost  price  they  \nll  be  made  at  either 
selling  price  or  at  some  arbitrary  figure.  Goods  may  be  shipped  at  seUing  price  if 
the  head  office  does  not  wish  to  have  the  branch  manager  know  what  gross  margin 
exists  on  the  various  lines  that  he  handles.  He  receives  the  goods  at  the  price 
for  which  he  is  expected  to  sell  them.  Shipments  may  be  made  at  a  conventional 
or  arbitrary  price  for  much  the  same  reason.  This  price  makes  it  almost  impossible 
for  the  branch  manager  to  know  exactly  what  gross  margin  is  obtained.  In  either 
case,  shipments  should  be  recorded  in  memorandum  accounts,  as  follows: 

Sxxxx 

$xxxx 


Branch  A,  Merchandise  Shipments 
Shipments  to  Branches . 


Used  in  this  manner,  memorandum  accounts  are  accounts  that  are  designed  to 
''call  to  mind"  certain  transactions.  They  reflect  some  but  not  all  of  the  facts  of 
the  transactions  recorded.  Here,  the  shipments  have  been  made  but  the  amounts 
recorded  are  not  those  to  be  given  effect  in  the  final  statements.  Similar  uses 
of  memorandum  accounts  are  frequently  found  in  recording  shipments  from  a 
consignor  to  a  consignee. 

A  separate  account  must  be  kept  for  the  shipments  to  each  branch,  but  only 
one  Shipments  to  Branches  account  need  be  maintained.  These  accounts  must  be 
adjusted  at  the  end  of  the  fiscal  period  in  order  to  charge  each  branch  with  its 

purchases  at  cost  price. 

Returned  merchandise  is  ordinarily  handled  by  reversing  the  entry  made 
when  the  goods  were  shipped.  If  it  seems  desirable  to  do  so,  special  return  accounts 
may  be  set  up.     These  present  no  unusual  features. 

Branch  Purchases. — In  some  organizations  the  branch  manager  is  permitted 
to  make  purchases  for  his  store  from  local  dealers.  This  may  be  true,  for  example, 
of  a  chain  grocery  store  in  connection  with  fresh  fruits  and  fresh  vegetables. 
These  present  a  very  definite  local  problem,  and  the  head  office  is  seldom  in  posi- 
tion to  know  just  which  articles  may  be  purchased  at  a  given  time  to  best  advantage. 
In  other  lines,  particularly  clothing,  the  five  and  ten  cent  stores,  and  drug  stores, 
for  example,  local  purchases  are  likely  to  be  wholly  unnecessary.  In  those  cases 
in  which  local  purchasing  seems  desirable,  no  special  accounting  problem  arises. 
The  purchases  are  recorded  on  the  branch  books  in  a  separate  account  from  that 
used  to  record  the  receipt  of  merchandise  from  the  head  office.  The  offsetting 
credit  is  to  Cash  or  to  Accounts  Payable.  In  some  instances,  the  account  must  be 
forwarded  to  the  head  office  for  payment.  If  this  procedure  is  followed,  the  head 
office  charges  Branch  A  Current  Account  and  credits  Cash. 

Current  Expenses.— Opersitmg  expenses  may  be  paid  at  the  branch  or  from  the 
head  office.  If  paid  by  the  head  office,  there  should  be  a  debit  to  Branch  A  Current 
Account,  with  a  corresponding  credit  to  Cash.  This  assumes  that  the  expenses 
of  each  branch  will  be  kept  separate  from  those  of  each  other  branch.     This  is 
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usually  (lono  currently,  whetl.er  or  not  independent  branch  profit  and  loss  state- 
ments are  compiled  at  the  end  of  the  fiscal  perio.l.     When  no  s^U^  roxpcnse 

accounts  involved,  with  a  corresponding  credit  to  Cash. 

on  iiter  tlie'h'eTr'f?'  ^™"f""~'^'^''  ''""'P"""'  "'  '^'^^'^^-^  ^^y  ^  carried 
on  either  the  head-ofhce  books  or  the  branch  books.     In  the  former  case    the 

CiiHrt  Cash"  f '-f "  '"f^  ^ ''''"'-''  "•^"'  -"""^"^  a'::;,!.: 

office  books      A  '  .     Deprecation  on  these  a.s,sets  is  likewise  carried  on  the  head- 

per  od  w  th/.^  "rr'      "  "^"^  ^t'""'  *"  ''^'^  ^^'""^''  ^'  'he  end  of  each  fiscal 
period  for  the  current  depreciation  charge.     If  this  is  not  done,  the  expense  of 

Sr''  rrrf  ""f "  ""•  't^'  ^'"■^-"^  -^'^  ^^^^y  -^  --'-<^  ^^  fhe i : 

to  carrv    he  o    r^""""?    'V'"""'''  "°  "^'  ^"""^  •'""'^^'  '^e  head  office  is  likely 
o  carry  these  itenis  under  the  account,  Branch  A-Fi.xed  ICquipment      There  is        ' 
then  no  neces.sity  for  the  head  office  to  cariy  detaile,l  record,  of  branch  ass      in 
Its  general  ledger.     Likewise,  the  fixed  items  are  removed  from  the  current  ^r 
operating  account  kept  with  each  branch. 

Branch-Ofuck  Books 

ihori^'^''^^^tTfu^  ''^  '"""^  transactions  at  the  branch  depends  largely  on 
the  degree  to  which  the  branch  is  independent  of  the  head  office.     In  some  instances 
all  receipts  from  cash  sales  and  from  collections  of  accounts  receivable  are  deported 
in  a   ocal  bank  to  the  credU  of  the  head  ojjue.     In  such  case,  the  branch  orcWu'    \  > 

Th  s  fun^l  '"^  'T'f  7.  ^'''^  '"'^^  ^""^  ^^"  ^^^  ^'^'y^'''-'  ^'  ^— t  expenses 
This  fund  IS  replemshed  by  remittances  from  the  head  office  when  expense  vouchers 

are  submitted  by  the  branch  office.     In  other  cases,  the  branch  o^en^ay  have 

paid  directly  by  the  head  office,  after  being  submitted  by  the  branch 

Not  infrequently,  however,  the  branch  will  handle  its  cash  in  a  manner  anal- 
ogous to  that  obtaming  in  any  independent  local  store.  Deposits  are  made  of  all 
cash  receipts,  and  disbursements  are  made  by  checks  drawn  by  the  branch  mana^^er 

sh3ct  be  \""'f  ?"'  ''  ""'  ''''  "^"^^  ''  ^^^^  ^^^^^^  ^^^--  ^^^^-e  remittances 
shou  d  be  charged  to  an  account  entitled  Kemittances  to  Head  Office      This 

enables  the  branch  manager  to  tell  at  a  glance  the  amount  that  has  been  for;varded  ' 

tL  h!.  ri  r'-  ^^"^^^^^^^^^^^^"y  «-^«  -^^^^  remittances  charged  directly  to 
the  Head  Ofhce  Current  Account.  When  the  remittance  account  is  used,  it  must 
be  closed  to  Head  Office  Current  Account  at  the  end  of  the  period.  FurtLr  Z- 
ment  on  cash  transactions  is  included  in  other  items  which  follow. 

Mercfmndue.~Commmt  has  already  been  made  on  the  method  under  which 
the  branch  office  may  be  billed  for  merchandise  shipped  to  it  from  the  head  office 
If  shipments  are  received  at  cost  price,  the  branch  should  debit  Merchandise  from  ' 

Head  Office  and  credit  Head  Office  Current  Account. 

If  it  is  the  policy  of  the  head  office  to  make  shipments  at  either  selling  price  or       -' 
an  arbitrary  or  conventional  price,  the  branch  should  take  up  these  shipments  by  an 
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entry  debiting  Merchandise  from  Head  Office  and  crediting  Head  Office  Merchan- 
dise Shipments.  This  entry  serves  primarily  as  a  memorandum  of  the  transaction. 
Its  further  disposition  will  be  discussed  in  connection  with  closing  the  books. 

Local  Purchases.— As  has  been  previously  explained,  no  special  problem  arises 
in  connection  with  purchases  made  locally  by  the  manager  of  the  branch.  Care 
should  be  taken  to  preserve  invoices  or  other  adequate  record  of  such  transactions 
for  purposes  of  audit. 

J^Ja^penses.— Ordinary  operating  expenses  are  recorded  by  debiting  the  proper 
expense  account  and  crediting  Cash  or  Accounts  Payable,  if  they  are  to  be  paid 
locally,  or  Head  Office  Current  Account  if  payment  is  made  directly  from  the 
head  office.  As  is  the  case  with  any  business  enterprise,  the  number  and  type  of 
accounts  kept  is  governed  entirely  by  the  amount  of  information  desired  concerning 
t^  the  expenses  of  the  branch.  In  some  organizations,  the  independence  of  the  branch 
manager  is  very  sharply  restricted  as  soon  as  expenses  other  than  ordinary  operating 
expenses  are  involved.  For  example,  donations  to  local  relief  activities  or  to  a 
community  chest  or  to  a  city-beautifying  scheme  are  likely  to  be  made  only  after 
approval  by  the  head  office.  This  may  be  true  also  of  the  appropriation  for 
advertising.  In  the  case  of  a  branch  that  is  a  part  of  a  nationally  advertised  system, 
the  head  office  is  likely  to  plan  practically  all  of  the  advertising  for  the  local  branch. 
This  means  that  the  manager  is  frequently  unable  to  buy  advertising  space  in 
programs,  school  or  college  publications,  or  similar  advertising  media.  Recently 
many  of  the  larger  organizations  have  granted  local  managers  much  more  discre- 
tion in  this  matter.  This  is  in  all  probability  a  part  of  the  national  organization's 
attempt  to  reduce  local  prejudice  against  chain  stores  and  to  have  each  local  branch 
regarded  very  much  as  a  ''home  tow^n  undertaking." 

Fixed  Assets.— TYiQ  acquisition  of  fixed  assets  by  the  branch  presents  no  special 
problem  if  the  assets  are  carried  only  on  the  head-office  books.  In  such  case,  the 
branch  manager  may  be  wholly  unaware  of  the  amount  of  capital  invested  in  the 
fixed  equipment  of  his  particular  store.  Occasionally  fixed  assets  acquired  locally 
by  the  branch  manager  are  set  up  temporarily  on  the  branch  books.  At  the  end 
of  the  current  fiscal  period  these  assets  are  charged  back  to  the  head  office.  Entries 
to  record  such  transactions  are  similar  to  the  following: 

At  time  of  acquisition: 

Fixed  Assets  Acquired $xxxx 

Cash Sxxxx 

At  end  of  fiscal  period: 

Head  Office,  Current  Account $xxxx 

Fixed  Assets  Acquired Sxxxx 

On  the  head-office  books,  no  entry  would  be  made  at  the  time  the  fixed  asset 
is  acquired.  At  the  end  of  the  fiscal  period,  when  the  branch  transfers  the  asset, 
the  head  office  records  the  transfer: 

Branch  A,  Fixed  Equipment Sxxxx 

Branch  A,  Current  Account     ....  $xxxx 


jL 


it 
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Assets  ac<,uir.h„:^"i'i!  ^^^^^  '   "-■'•/'"   i'"l<'Pen,lont  or.anizaUon. 

asse.  .cent  .„,  ei^ilL t  St'^s"  ^ t  ::;;;.^^^^^^^^^^^^  ^r^^ 

entry  is  also  re(iuire(l :  ^J^tcouius  i  ayable.      I  he  folJou  ing 


Head  Offico   Current  Account.      .      .      .  *„„^^ 

Head  Office,  Investment  Account  "      ' 

•  •  • 

The  eorrespon.ling  entry  in  tJ.e  head-offico  bocks  is: 

Sxxxx 


Sxxxx 


Branch  A,  Investment  Account 
Branch  A,  Curn^nt  Account 


Sxxxx 


If  a  given  fixed  asset  is  receivorl  fmm  fi.r.  u«  i  n- 
office,  its  aecuisition  should  bret  p  ^a  deb  t 'tt"  '"■  '"'  '"'  "'  '""^  ''^'^ 
a  corresponding  credit  to  Head  OfHce  Inv  ste  t  V  coum'''TfT  '''"""'  '''' 
the  investment  account  is  undosiro,!   ,).„„       ."•'"1 -y-count.     If,  for  some  reason, 

Account.     ()b^•iousI^   he  ^^Zo^      T        """"^  ^'  '"^  ^^'  ^^''''^  •^'««<^  ^'"^^'^-^ 
analogous  to  thatl'^ llmtTe  booEr  '''""'  ""  "'^  '''"'''  '-'^'  ^"-'^'  ^« 

^ndiLdXt;tZ.m?rS^^^^^^^^^  -  =^  ^--  '-e  -.  - 

Illustrative  Case  No.  1: 

1.  Cash  sent  to  branch,  $800. 

2.  Merchandise  sent  to  branch,  cost  14,000 

3.  Merchandise  purchased  locally  on  account  by  branch  $1  400 

4.  bales  by  branch-     cish  ^i  (M\a- ..  .     ~  '  ^h^yj^. 
f^    n  11     /     ^^^^"-     ^^^^^  *4,U00;  on  account  ,^5,000. 

o.  ^collections  of  accounts  receivable,  $4,300 

6.  Cash  sent  to  head  office,  S6,500. 

7.  Cash  paid  on  accounts  payable,  $1,000 

8.  Expenses  of  branch  paid,  $1,200. 

9.  Uncollectable  accounts,  estimated  $150. 
10.  Inventory  at  branch,  $1,050. 

Journal  Entries    . 

//      /  nJ^'T  ,  """"''"  ''  '''  ''''  '''''  '''   ''^'^  transactions.) 

Ilead-Ojjice  Books 

Branch  Books 


1.  Branch  Current  Account       $    80() 
Cash     , 


2.  Branch  Current  Account 
Purchases.      . 


4,000 


S    SOO 
4,000 


Cash 

H.  O.  Current  Account, 

Merchandise  from  H.  O. 
H.  O.  Current  Account. 

Purchases. 

Accounts  Pavai)le  ' 


•S  800 
4,000 
1,400 


S  800 
4,000 
1,400 


/•: 


i" 
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Journal  Entries— (Continued) 


Head-Office  Books 


Branch  Books 


6.  Cash 

Branch  Current  Account 


0,500 


7. 

8. 

9. 

10. 


6,500 


11. 


12.   Branch  Current  Account 
Brancli  Profit  and  Loss 


3,300 


3,300 


Cash 

Accounts  Receivable    .      . 

Sales 

Cash 

Accounts  Receivable  . 

H.O.  Current  Account 
Cash 

Accounts  Payable  .      .      . 
Cash 

Expenses  (Classified)   . 
Cash 

Bad  Debts 

Bad  Debts  Reserve     . 

Inventory 

Sales 

Purchases       .      .      .      . 

Merchandise  from  H.  O. 

Profit  and  Loss  . 

Profit  and  Loss    . 

Bad  Debts     .      .      .      . 
Expenses     .... 

Profit  and  Loss .      .      .      . 
H.  O.  Current  Account 

I 


4,000 
5,000 


4,300 
6,500 
1,000 
1,200 
150 


1,050 
9,000 


1,350 


3,300 


9,000 
4,300 
6,500 
1,000 
1,200 
150 


1,400 
4,(X)0 
4,650 


150 
1,200 


3,300 


The  result  of  posting  the  foregoing  entries  is  shown  by  the  following  T  accounts: 


Branch  Current 


Head-Office  Books 

Cash 


Purchases 


800 
4,(X)0 
3,300 


6,500 


6,500 


800 


4,000 


Branch  Profit  and  Loss 


3,300 


Cash 


Branch  Books 
Merchandise  from  H.O. 


Purchases 


800 
4,000 
4,300 


6,500 
1,000 
1,200 


4,000  4,000 


1,400 


1,400 
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Accounts  Receivable 


1.0.30 


Bad  Del)ts  Reserve 


5,000 


1,300 


150 


H.  0.  Current 


6,500 


Accounts  Payal)l(^ 


800 
4,000 
3,300 


1,000 


Sales 


1,400 


9,000 


9,000 


Expenses 


Bad  Debts 


1,200 


1,200 


150 


Profit  and  Loss 


150 


l,3r)0 
3,300 

4,(350 


4,(350 


4,(350 


Branch  Balance  Sheet 
December  31,  19__ 


Cash  .      .      , 

Accounts  Receivable 
Reserve 


$7(K) 
150 


Inventory 


$    400 
550 
1,050 
S2,(X)0 


Accounts  Payable  . 
11.  O.  Current  Account 


S    400 
1,000 


S2,000 


Salej 


es 


Branch  Profit  and  Loss  Statement 
Year  Ended  December  31,  19_ 


Cost  of  Goods' Sold:  " 
Purchases  . 
Merchandise  from  H.  O 


S9,000 


Goods  Available 
Inventory 


$1,400 
4,000 


Gross  Profit  on  Sales 

Less  lv\'[)(»nses: 

Expenses  (Classified) 
Bad  Debts.      . 


Net  Profit  f(jr  the  Yei 


§5,400 
1,050 


$1,200 
150 


ir 


4,350 
S4,(350 

1,350 
$3,300 


/6- 


1 


i^ 


I 
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The  head  office  trial  balance  may  be  assumed  to  be  as  follows: 


Head-Office  Trial  Balance 

Cash »  4-000 

Accounts  Receival)le      . 
Reserve  for  Bad  Debts 
Inventory       .... 
Purchases    .      .      . 
Expenses  (Classified)      . 
Bad  Debts         .      .      • 

Sales         

Branch  Current  Account 
Accounts  Payable     . 
Notes  PayaV)le. 
Capital  slock      .      . 
Surplus  


18,000 

4,000 

56,000 

10,000 

480 


S      320 


$92,480 


70,000 
1,700* 
5,000 
2,000 

10,000 
3,460 

$92,480 


*Thi8  is  the  balance  before  the  branch  profit  is  taken  up. 

Inventory  of  merchandise  on  hand,  $6,000. 

From  the  statements  supplied  by  the  branch  and  the  head-office  trial  balance, 
combined  statements  may  be  prepared  as  in  Illustration  1. 

Statement  of  Profit  and  Loss 
Year  Ended  Decembw  31,  19_ 


Sales 


Head  Office 


Cost  of  Goods  Sold: 
Inventory 
Purchases    . 


Available . 
Inventory 


Cost  of  Goods  Sold 
Gross  Profit  on  Sales. 


Less  Expenses: 

Expenses  (Classified) 
Bad  Dei)ts  .      .      . 


Totals 

Net  Profit  for  the  Year 


•  • 


$70,000 


%  4,000 
56,000 

$60,000 
6,000 

$54,000 

$16,000 


$10,000 
480 

$10,480 

$  5,520 


Branch 


$  9,000 


$  5,400 

$  5,400 
1,050 

$  4,350 

$  4,650 


$1,200 
150 

$  1,350 

$  3,300 


Together 


$79,000 


$  4,000 
61,400 

$65,400 
7,050 

$20,650 


$11,200 
630 

$11,830 

$  8,820 


Illustration  1 


Prior  to  preparing  a  consolidated  balance  sheet  as  in  Illustration  2  the  head 
office  should  take  up  the  branch  profit  or  loss  as  indicated  in  entry  12  in  the  preced- 
ing journal  entries.  This  brings  the  reciprocal  accounts  (Branch  Current  and 
Head  Office  Current  Accounts)  into  agreement  so  that  they  may  be  elunmated. 
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Balance  Sheet 
I^occmbor  31,  19__ 


Assets: 
Cash 

Keceivahle  (Net) 
Inventory 


Liabilities: 

Notes  Paya{)le  . 
Accounts  Payable 


Totals 
Net  Worth 


Capital  Stock 
Surplus 


SIO,000 
12,280 


Illustration  2 


The  balance  sheet,  Ilhistration  2,  is  nrenoro.l  f      .u 
others  who  may  be  closely  connected  wthZr  ^'  '"''i""g^'"ont  and  for 

the  statement  would  appear  in  the  us,.-,   f  ^""'P^ny.     For  general  purposes 

above  in  the  total  coli  "'  ^"""  ""'^  '"''^^^"^  ^'^  the  amounts  shown 

Illustrative  Case  No,  2: 
Transactions: 

1.  Cash  sent  to  branch,  S800. 

2.  Merchandise  sent  to  branch-   cost   %-.  onn       n- 

3.  Sales  by  branch  for  cash,  SoiooT         '  ^       ''''  '''''''  '''''''' 

4.  Expenses  of  branch  paid,  $1,350. 

5.  Cash  sent  to  head  office,  $7,500 

6.  Inventory  at  branch,  $1,400  at  selhng  price. 

Journal  Entkies 

(Note:     Numbers  at  the  left  refer  tn  ih     , 
Ifead-Office   Books  '''  transact.ons.) 

Bra?ich  Books 


1.  Branch  Current  Account 

Cash     .      ,      ^ 

2.  Branch  Merchandise 

Branch  Shipments 


Cash    .  I  «    o 

H.O.  Current  Account.   '    ' '^    ^^ 


Mercliandise  from  II.  () 

H.O.Merchandise  Shipmeni 
Cash    . 

•  •  «  ^ 

Sales   .      .  '      *      ■ 


10,400 
9,000 


$    SCO 

10,400 

9,000 
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Journal  Entries— (Continued) 


Head-Office  Books 


Branch  Books 


5.  Cash 

Branch  Current  Account 


6.  Branch  Shipments      . 
Branch  Current  Account  . 
Branch  Merchandise    . 
Purchases. 
Reserve     for    Unrealized 

Profit  in  Inventory  . 
Branch  Profit  and  Loss 


L 


7,500 


10,400 
7,650 


7,500 


9,000 
5,200 

550 
3,300 


Expenses  (Classified)       .      . 
Cash 

H.  O.  Current  Account  .      . 
Cash 

Inventory 

H.O.  Merchandise  Shipments 

Sales • 

Merchandise  from  H.   O. 
Expenses  (Classified) 
H.  O.  Current  Account. 


1,350 
7,500 


1,400 
9,000 
9,000 


1,350 
7,500 


10,400 
1,350 
7,650 


Comments: 

(a)  When  merchandise  is  shipped  to  a  branch  at  other  than  cost  price,  little 
is  gained  by  showing  a  Profit  and  Loss  account  on  the  branch  books.  No  profit 
and  loss  statement  can  be  prepared  until  the  actual  cost  of  goods  sold  and  inventory 
values  are  determined  by  the  head  office.  Entry  6  on  the  branch  books  shows  an 
apparent  branch  profit  of  S7,650.  This  figure,  however,  does  not  make  allowance 
for  the  cost  of  goods  sold  and  of  inventory  on  hand.  Entry  6  on  the  head-office 
books  takes  account  of  these  facts  and  shows  the  true  branch  profit  as  $3,300. 

(6)  A  detailed  inventory  of  the  merchandise  on  hand  at  the  branch  is  sent  to 
the  head  office.  This  inventory  shows  a  sales  value  of  $1,400.  On  the  average, 
goods  were  marked  up  100  per  cent,  on  cost,  when  shipped.  It  does  not  follow, 
however,  that  this  percentage  applied  alike  to  all  articles,  and,  hence,  it  cannot  be 
assumed  that  the  cost  price  of  the  $1,400  inventory  is  $700.  It  is  assumed  that 
the  inventory,  repriced  at  cost  by  the  head  office,  had  a  value  of  $850.  Accordingly, 
a  reserve  is  set  up  for  the  unreaUzed  profit  of  $550  ($1,400 -$850)  in  the  branch 
inventory. 

(c)  Some  accountants  use  the  regular  Branch  Current  Account  and  Head 
Office  Current  Account  in  lieu  of  the  foregoing  Branch  Merchandise  and  Head 
Office  Merchandise  Shipments  account,  respectively,  for  merchandise  shipments  at 
other  than  cost  price.  If  these  accounts  are  used  in  entry  No.  2  of  this  Illustrative 
Case,  entry  No.  6  must  appear  as  follows: 


Head-Office  Books 


Branch  Books 


Branch  Shipments     . 

Purchases 

Reserve  for  Imrealized  Profit 

in  Inventory. 
Branch  Current  Account 
Branch  Profit  and  Loss    . 


$10,400 


$5,200 

550 
1,350 
3,300 


Inventory 

H.  O.  Current  Account     . 
Sales 

Expenses  (Classified)  . 

Merchandise  from  H.  O. 


$1,400 
1,350 
9,000 


$1,350 
10,400 
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The  entry  on  the  branch  books  shows  an  apparent  branch  loss  of  $1,350. 
This  is  due  to  the  fact  that  the  nierchancHse  received  from  the  head  office  was 
recorded  at  $10,400,  not  at  $5,200,  the  cost  price.  The  entry^  on  the  head-office 
books  shows  the  branch  profit  to  have  been  $3,1^00.  Had  all  the  merchandise 
received  from  the  head  office  been  sold,  the  gross  profit  would  liave  been  $10,400 
—  $5,200  =  $5,200.  From  this  amount  must  be  set  aside  $550  to  cover  unrealized 
profit  on  goods  still  on  hand  at  the  branch.  The  branch  expenses  must  also  be 
deducted  before  the  true  branch  profit  is  known. 

(d)  In  preparing  a  consolidated  balance  sheet,  four  of  the  accounts  mentioned 
receive  the  following  treatment: 

Branch  Merchandise  (Dr.  on  II.  0.  books)  is  eliminated  against  Head  Office 
Merchandise  Shipments  (Cr.  on  Branch  books). 

Reserve  for  Unrealized  Profit  in  Inventory  (Cr.  on  H.  O.  books,  $550)  is 
deducted  from  Inventory  (Dr.  on  Branch  books,  $1,400)  to  show  inventory  at 
cost  price  of  $850. 

Illustrative  Case  No.  3: 
Transactions: 

1.  The  Rite  Company  establishes  its  first  branch,  known  as 
Branch  A,  by  purchasing  real  estate  (land  $2,500  and  building 
$5,000)  and  $2,000  worth  of  fixtures.  Immediately  prior  to  the 
opening  of  the  branch,  the  head  office  forwards  $500  in  cash, 
$300  worth  of  advertising  supplies,  and  merchandise  billed  at 
$5,190. 

2.  The  head  office  determines  its  selling  price  to  the  branch  by 
adding  20  per  cent,  to  the  cost  price.  The  head  office  wishes  to 
maintain  three  branch  accounts,  first  tlie  current  account, 
second  an  account  with  merchandise,  and  third,  an  investment 
account.     The  fixed  assets  were  acquired  for  cash. 

3.  Merchandise  having  a  billed  price  of  $15,120  is  received  by  the 
branch  from  the  head  office. 

4.  Cash  remittances  to  the  head  office  amount  to  $15,000. 

5.  The  branch  makes  sales  of  $30,000,  $18,000  being  for  cash  and 
$12,000  on  account. 

6.  The  branch  makes  purchases  for  cash  locally.  These  amount  to 
$4,200. 

7.  Cash  amounting  to  $0,800  is  received  on  account  from  customers. 

8.  The  head  office  charges  the  branch  $900  for  advertising  supplied 
to  the  branch. 

9.  The  branch  pays  the  following  expenses  in  cash:  Advertising 
expense,  $()()0;  Salaries  and  wages,  $5,040;  Light  and  heat,  $480; 
Maintenance,  $1,200. 
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10.  A  reserve  for  bad  debts  is  set  up  in  the  amount  of  $230  on  the 
branch  books. 

11.  The  books  are  closed  at  the  end  of  six  months  of  operation. 
Depreciation  is  determined  on  a  straight-line  basis,  it  being 
assumed  that  the  fixtures  have  a  service  life  of  ten  years  and  that 
the  building  should  last  twenty  years. 

12.  Inventories  on  hand  at  the  end  of  the  period  are:  Local 
merchandise  purchases  at  cost,  $700;  Head  office  merchandise 
shipments  at  billing  price,  $3,888.  , 

BRANCH  OFFICE  BOOKS 
Journal  Entries 

(Note:     Numbers  at  the  left  refer  to  the  transactions.) 

1.  Cash $     500 

Advertising  Expense 300 

Merchandise  from  Head  Office 5,190 

Fixtures 2,000 

Building 5,000 

Land 2,500 

Head  Office  Current  Account    ....  $      800 

Head  Office  Merchandise  Shipments      .  5,190 

Head  Office  Investment  Account    .      .      .  9,500 

To  record  opening  of  branch. 

3.  Merchandise  from  Head  Office       ....         15,120 

Head  Office  Merchandise  Shipments    .      .  15,120 

For  merchandise  received. 

4.  Remittances  to  Head  Office 15,000 

Cash 15,000 

For  cash  remittances. 

5.  Cash 18,000 

Accounts  Receivable 12,000 

Sales 30,000 

To  record  sales. 

G.  Purchases 4,200 

Cash 4,200 

To  record  cash  purchases. 

7.  Cash 9,800 

Accounts  Receivable 9,800 

Collections. 

8.  Advertising  Expense 900 

Head  Office  Current  Account.      .      .      .  900 

For  advertising  supplied  by  Head  Office. 

9.  Advertising  Expense 660 

Salaries  and  Wages 5,040 

Light  and  Heat 480 

Maintenance 1,200 

Cash 7,380 

For  expenses. 

10.  Bad  Debts 230 

Reserve  for  Bad  Debts 230 

To  set  up  reserve  for  bad  debts. 

11.  Depreciation  Expense 225 

Reserve  for  Depreciation 225 

To  record  depreciation  for  six  months. 
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12.  Sales 30  qqq 

Inventory,  Local  Merchandise.      .      .      .  '  .  '  VoO 

Inventory,  Head  Office  Merchandise      .  "  .  '  .         3,SS8 

Head  Ofhct^  Merchandise  Shipments  .      .      .  16,422 

Pure  liases '  ^  oqq 

Mercfiandise  from  Mead  Office     .      .  20  *il() 

Adv(Mi,isins  Expense {^^^^^) 

Salaries  am    Uajres 5  040 

Light  and  Heat '^^q 

Maint(^nancc 1  ^OQ 

^'^^^  r)':»>*? 230 

Depreciation 225 

Head  Office  Current  Account    ....  17  4^5 

To  close  operating  accounts. 

Head  Office  Current  Account 10,000 

Remittances  to  Head  Office    .      .      .      .  '  15  qoo 

To  close  Remittance  account.  ' 

Closing  Entries,  Alternative  Procedure: 

Since  the  branch  does  not  know  the  actual  value  of  the  closing  inventory  of 
goods  received  from  the  head  office,  it  is  impossible  to  determine  the  true  profit 
(or  loss)  resulting  from  branch  operations  from  the  branch  books.  Accordingly, 
as  has  been  indicated,  the  branch  books  may  be  closed  without  the  use  of  "the 
familiar  Profit  and  Loss  account.  This  is  most  easily  accomplished  by  the  one 
compound  entry  (No.  12)  as  shown  in  the  preceding  entries.  The  following  method 
of  closing  accomplishes  the  same  purpose: 

Inventory,  Local  Merchandise $      700 

Inventory,  Head  Office  Merchandise  .      .      .  3,888 

Purchases '  •      y^rv 

Merchandise  from  Head  Office     ...  3  ^^^ 

To  set  up  inventories,  Dec.  31. 

Head  Office  Merchandise  Shipments     .      .      .      16,422 

Head  Office  Current  Account.      ...  '  16422 

To  credit  Head  Office  with  goods  sup- 
plied and  to  reduce  Head  Office  Ship- 
ments   account    to    inventory    value. 

Sales 30,000 

Profit  and  Loss '  ^q  qqq 

To  close  Sales  account. 

Profit  and  Loss 10  022 

Purchases .  ■  >•  ^^  ^ 

Merchandise  from  Head  Office .       ...  li)'422 

To    close    "cost"   of  goods   sold    to 
Profit  and  Loss  account. 

Profit  and  Loss 9  035 

Advertising  Expense    ...                                 '  1  can 

Salaries  and  Wages 5  010 

Light  and  Heat. '  '4v;q 

Mjiintenance  ....  1  oi\(\ 

Bad  Debts .'.".■.■  2.30 

Depreciation 09  .•^ 

To  close  expenses  to  Profit  and  Loss 
account. 

Profit  and  Loss 1^043 

Head  OfKc(>  Current  Account.      ...  j  043 

To  credit  head  office  with  the  profit 
as  determined  from  the  hrancli  hooks. 
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The  use  of  the  foregoing  alternative  entries  will  in  no  way  alter  the  balance 
sheet  prepared  from  the  branch  books.  Note  that  the  balance  of  the  Head  Office 
Current  Account  is  the  same  no  matter  which  method  is  used. 

Head  Office  Current  Account 

(First  Method) 


(12)   Remittances 
Balance 


<- 


$15,000 
4,165 


$19,165 


(1)   Cash,  etc. . 
(8)  Advertising  . 
(12)  Profit  and  Loss 


$      800 

900 

17,465 

$19,165 


(Second  Method) 


\   I 


I 


(12)   Remittances 
Balance 


$15,000 
4,165 


$19,165 


(1)  Cash,  etc..      . 

(8)  Advertising. 
(12)  Merchandise  . 
(12)  Profit  and  Loss, 


$      800 

900 

16,422 

1,043 

$19,165 


It  will  be  of  interest  to  compare  the  '"profit"  of  SI, 043  determined  from  the 
foregoing  entries  with  the  ''profit  not  included  in  billing  price  of  goods  sold"  as 
determined  from  closing  entries  on  the  head-office  books. 


HEAD-OFFICE   BOOKS 

Journal  Entries 
(Note:     Numbers  at  the  left  refer  to  the  transactions.) 

1.  Branch  A  Current  Account $      800 

Branch  A  Merchandise  Shipments      .      .      .  5,190 

Branch  A  Investment  Account 9,500 

Cash 

Branch  Merchandise  Shipments 
Advertising  Supplies 

To  record  opening  of  Branch  A. 

3.  Branch  A  Merchandise  Shipments   ....      15,120 

Branch  Merchandise  Shipments  . 

Merchandise  shipped. 

4.  Cash 15,000 

Branch  A  Current  Account    .... 

For  cash  remittances. 

8.  Branch  A  Current  Account 900 

Advertising  Expense 

For  advertising  supplied  Branch  A. 


$10,000 

5,190 

300 


15,120 


15,000 


900 
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12.   Branch  McnihandLse  Shipments 20,310 

Purchases 

Reserve  for   Unreahzed    Profit    in    Branch 
Inventory      

Branch  Profit  and  Loss 

To  credit  Purchases  account  with  cost 
of  merchandise  sent  to  branch  (^ 
XS2(),;n()),  to  set  up  Peserve  for  Un- 
reahz(>d  Profit  in  Branch  Inventory  ( ,■ 
X-S^iSSS),  and  to  credit  branch  earniiif^s 
with  profit  inchided  in  bilHng  price  of 
goods  sold  (^X$U),422.) 

Branch  A  Current  Account 17,4G5 

Branch  A  Merchandise  Sliipments    . 
Branch  Profit  and  Loss 

To  charge  Branch  A  Current  Account 
with  merchandise  shipments  and  to 
take  up  i)rofits  not  inchided  in  biUing 
price  of  goods  sold. 


BRANCH  A 

Statement  of  Puofit  and  Loss 

Six  Months  Ended  December  31,  19 


10,925 

648 

2,737 


i   II  L 


10,422 
1,043 


Sales 

Less  Cost  of  Goods  Sold: 

Inventory,  July  1 

Purchases $  4,2(M) 

Head  Office  Shipments 12,000 

Inventory  Dec.  31, 

Local  Merchandise $      700 

Head  Office  Merchandise 3,240 

Cost  of  Goods  Sold 

Gross  Profit  on  Sales 

Less  Expenses: 

Advertising 

Salaries  and  Wages 

Light  and  Heat 

Maintenance 

Bad  Debts 

De[)reciation 

Total  Expense 

Net  Profit  for  Six  Months 


Illustration  3 


$  4,325 

1G,S00 

S21,125 

3,940 


$30,000 


1,800 

5,040 

480 

1,2{X) 

230 

225 


17,185 
$12,815 


9,035 
$  3,780 
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BRANCH  A 

Balance  Sheet 

December  31,  19 — 

(As  per  Branch  Books) 


Cash 

Accounts  Receivable  .      .      $2,200 
Bad  Debts  Reserve   .      .        230 

Inventories 

Fixtures $2,(X)0 

Building 5,000 

$7,000 
Depreciation  Reserve      .         225 

Land 


Head  Office  Accounts: 
Current. 
Merchandise  . 
Investment . 


$  4,165 

3,888 
9,500 


$17,553 


Illustration  4 

Branch  A  Accounts  at  Head  Office 

Branch  A  Current  Account S  4,165 

Branch  A  Merchandise  Shipments 3,888 

Branch  A  Investment  Account 9,500 

$17,553 
Reserve  for  Unrealized  Profit  in  Branch  Inventory   ....  &48 

$16,905 

Note.— As  the  company's  investment  in  fixed  assets  at  the  branch  is  gradually  recovered 
through  depreciation  charges,  the  Branch  A  Investment  Account  represents  a  decreasmg  fixed 
asset  value  and  an  increasing  current  asset  value.  Since  the  current  values  are  usually  represented 
by  the  Branch  A  Current  Account,  it  is  advisable  that  the  Investment  Account  be  amortized  to 
the  Current  Account  as  the  fixed  assets  are  depreciated.  Hence,  at  this  time,  the  head  office 
should  introduce  the  following  entry: 

Branch  A  Current  Account $225 

Branch  A  Investment  Account      ....  $225 

A  corresponding  entry  should  be  made  on  the  branch  books,  as  follows: 

Head  Office  Investment  Account $225 

Head  Office  Current  Account $225 

Summary 

Following,  in  summary  form,  is  given  a  brief  statement  concerning  each  of  the 
account  titles  pecuUar  to  branch-house  accounting. 

Head-Office  Books: 

(1)  Branch  Current  Account:  This  account  may  be  the  only  account  kept 
with  the  branch.  It  is,  in  such  case,  charged  with  all  values  sent  to  the  branch 
and,  at  the  end  of  the  period,  with  the  profit  earned  by  the  branch.  It  is  credited 
with  all  values  returned  by  the  branch,  with  remittances,  and,  if  the  branch  suffers 
a  loss,  with  the  amount  of  the  loss.  If  no  other  account  is  kept  with  the  branch, 
this  measures,  on  any  balance  sheet  date,  the  net  investment  in  the  branch.     If  a 
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Branch  Investment  Account  is  carried,  see  para<^raph  (4),  the  current  account 
measures  only  the  working  capital  at  the  branch. 

(2)  Branch  Merchandise  Account:  This  account  is  not  usually  employed  if 
merchandise  is  billed  to  the  branch  at  cost.  If  any  other  price  is  used,  this  account 
is  a  convenience.  It  is  charged  at  billing  price  with  merchandise  sent  to  the 
branch  and  credited  with  merchandise  returned.  At  the  end  of  each  period,  the 
account  is  credited  with  the  difference  between  the  total  shipments  less  returns  and 
the  amount  of  the  inventory  at  the  branch,  the  debit  being  to  Branch  Current 
account.  The  balance  of  the  account  is  thus  the  value  of  the  inventory  at  the 
branch  priced  at  either  selling  price  or  an  arbitrary  price  depending  on  the  billing 
practice  followed  by  the  head  office. 

(3)  Shipments  to  Branches:  This  account  is  credited  when  Branch  Merchan- 
dise Account  is  charged  with  goods  sent  to  branches.  It  should  be  borne  in  mind 
that  these  accounts  are  employed  when  the  branches  are  charged  at  selling  price 
or  at  an  arbitrary  price  between  the  actual  cost  })ricc  and  the  selling  price.  At 
the  end  of  each  period,  the  account  is  closed,  offsetting  credits  being  made: 

1.  To  Purchases  for  the  cost  price  of  the  goods  shipped. 

2.  To  Reserve  for  Unrealized  Profit  in  Branch  Inventory  for  the  differ- 
ence between  the  cost  price  and  the  billed  price  of  the  goods  still 
unsold  at  the  branch. 

3.  To  Branch  Profit  and  Loss  account  for  the  remainder. 

At  the  beginning  of  the  next  fiscal  period,  Shipments  to  Branches  account  is 
credited  for  the  billed  price  of  the  inventory  at  the  branch  (that  is,  with  the  balance 
of  the  Branch  Merchandise  account),  the  debits  being  to  Purchases  account  for 
the  cost  of  the  goods  and  to  Reserve  for  Unrealized  Profit  in  Branch  Inventory  for 
the  balance  of  that  account. 

(4)  Branch  Investment  Account:  If  the  fixed  assets  at  the  branch  are  carried 
on  the  branch  books,  the  Branch  Investment  Account  may  be  debited  with  the 
cost  of  such  assets.  Cost  should  include  invoice  price,  freight,  installation  expense, 
and  any  other  charge  which  under  the  given  circumstances  may  properly  be 
capitalized.  The  account  is  credited  at  the  end  of  each  fiscal  period  with  the 
amount  provided  for  depreciation  during  that  jieriod.  The  debit  is  to  Branch 
Current  Account.     (See  Note  after  Illustrative  Case  No.  3.) 

Branch  Books: 

(1)  Head  Office  Current  Account:  This  may  be  the  only  account  kept  with 
the  head  office.  It  is  credited  with  all  values  advanced  by  the  head  office.  It  is 
charged  with  all  values  returned  to  the  head  office.  Cash  remittances  may  be 
charged  directly  to  the  account.  (See  paragraph  4.)  Each  period  it  is  credited 
with  the  profit  (or  charged  with  the  loss)  determined  from  the  branch  books. 

(2)  Merchandise  from  Head  Office:  This  account  is  charged  at  billed  price 
for  all  merchandise  received  from  the  head  office.     It  is  credited  for  goods  returned 
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to  the  head  office  or  sent  to  other  branches  on  orders  from  the  head  office.  At  the 
end  of  the  period  it  is  closed,  the  offsetting  debits  being  to  Inventory  for  the  billed 
price  of  unsold  goods  and  to  Head  Office  Current  Account  for  the  balance.  If, 
notwithstanding  the  fact  that  goods  have  not  been  charged  to  the  branch  at  cost,  a 
Profit  and  Loss  account  is  set  up,  the  balance  of  the  Merchandise  from  Head  Office 
Account  is  closed  to  the  Profit  and  Loss  account  and  not  directly  to  the  Head  Office 
Current  Account.  Subsequently  the  balance  of  the  Profit  and  Loss  account  is 
closed  to  the  Head  Office  Current  Account. 

(3)  Head  Office  Merchandise:  This  account  is  credited  when  Merchandise 
from  Head  Office  is  debited.  It  measures  the  branch's  accountability  to  the  head 
office  for  merchandise.  When  the  branch  books  are  closed,  the  account  is  debited 
with  the  difference  between  the  "cost"  of  goods  received  from  the  head  office 
and  the  '^cost"  of  the  inventory  on  hand.  "Cost"  is,  in  the  transactions  recorded 
in  this  account,  the  billing  price  used  by  the  head  office  and  not  actual  cost  to 
the  head  office.     The  credit  is  to  Head  Office  Current  Account. 

(4)  Remittances  to  Head  Office:  It  is  customary  to  record  in  an  account  of 
this  title  all  cash  remittances  to  the  head  office.  At  the  end  of  the  period  the  account 
is  closed  to  Head  Office  Current  Account. 

(5)  Head  Office  Investment  Account:  This  account  measures  the  investment 
in  the  fixed  assets  of  the  branch.  It  is  credited  with  the  value  of  fixed  equipment 
supplied  from  the  head  office,  from  another  branch,  or  paid  for  by  the  head  office. 
It  is  debited  with  the  carrying  value  of  fixed  assets  abandoned,  transferred  to  other 
branches,  returned  to  the  head  office,  destroyed,  or  sold.  At  the  end  of  each  fiscal 
period  the  account  is  debited  with  an  amount  equal  to  the  current  provision  for 
depreciation  expense,  the  offsetting  credit  being  to  Head  Office  Current  Account. 
It  should  be  understood  that  this  adjustment  is  in  addition  to,  not  in  lieu  of,  the 
regular  debit  to  Depreciation  Expense  and  credit  to  the  Reserve  for  Depreciation. 

5.  Adjusting  Entries.— At  the  end  of  each  fiscal  period  it  is  likely  that  certain 
adjusting  entries  must  be  made  prior  to  the  preparation  of  financial  statements. 
If  fixed  assets  used  by  the  branch  are  carried  on  the  head-office  books,  the  profits 
reported  by  the  branch  will  not  include  an  allowance  for  depreciation.  The 
regular  addition  to  the  reserve  for  depreciation  should  be  made  on  the  head-office 
books  by  crediting  the  reserve  and  debiting  the  branch  profit  and  loss  account. 

One  or  more  adjusting  entries  may  be  necessitated  by  the  fact  that  the  Branch 
Current  Account  and  Home  Office  Current  Account  are  not  truly  reciprocal  at  the 
end  of  the  fiscal  period.  This  may  arise  because  of  the  fact  that  the  branch  has  not 
received  merchandise  that  has  been  forwarded  and  charged  by  the  head  office,  or 
because  the  head  office  has  not  received  a  remittance  that  has  been  forwarded  by 
the  branch  and  charged  to  the  Head  Office  Current  Account  on  the  branch  books. 
For  the  first  situation,  the  branch  records  should  be  adjusted  as  follows:  Debit 
Merchandise  from  Head  Office  in  Transit  and  credit  Head  Office  Current  Account 
or,  if  merchandise  receipts  are  not  handled  through  this  account,  credit  Head  Office 
Merchandise  Shipments  account  as  was  indicated  in  Illustrative  Case  No.  3,  Art.  4. 
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The  second  situation  mentioned  in  the  precedins  paragraph  is  handled  in  a 
similar  manner.  The  head  office  records  should  he  adjusted  by  a  debit  to  Cash  in 
Transit  and  a  credit  to  the  current  account  of  tiie  branch  which  has  forwarded  the 
remittance. 

It  may  be  customary  for  the  head  office  to  charge  each  branch  with  the  cost 
of  certain  services  that  are  performed  for  the  branch.  These  ser\ices  are  usually 
accounting  service,  advertising,  superintendence,  and  services  of  similar  nature. 
Certain  of  these  services,  particularly  advertising  (see  entry  No.  8  of  Illustrative 
Case  No.  3,  Art.  4),  may  be  charged  to  the  branch  at  the  time  the  service  is  rendered 
or  shortly  thereafter.  Other  items  may  not  be  charged  until  the  end  of  the  fiscal 
period  in  which  they  occur.  At  this  time,  these  expenses  are  prorated  among  the 
branches  on  some  satisfactory  basis.     The  entry  to  accomplish  this  is  self-evident: 

Branch  A,  IVofit  and  Loss Sxxxx 

Branch  li,  Profit  and  Loss xxxx 

Accounting  and  Auditing  l-:xi)(>nsc   .      .      .  $xxxx 

Legal  Ex])onse xxxx 

To  charge  branches  with  pro  rata  shares 
of  these  expenses. 

6.  Interbranch  Transfers  and  Freight  Charges.— Some  companies  attempt  to 
follow  the  policy  of  remcning  merchandise  from  a  branch  if  such  merchandise 
remains  unsold  over  a  certain  number  of  days.  Obviously  this  policy  does  not 
affect  staple  goods,  but  may  effect  goods  in  which  style  is  a  dominant  factor. 
Ordinarily  branches  do  not  carry  accounts  with  each  other  in  which  these  transfers 
can  be  recorded.  It  is  customary  for  these  transactions  to  be  handled  by  each 
branch  as  if  the  merchandise  were  returned  to  or  received  from  the  head  office. 

As  is  the  case  with  an  independent  store,  the  branch  should  add  the  cost  of 
freight  and  cartage-in  to  the  invoice  cost  of  merchandise  received  from  the  head 
office.  If  a  certain  portion  of  merchandise  so  received  is  subsequently  transferred 
to  a  second  branch  it  will  be  necessary  for  the  shipping  or  the  receiving  branch  to 
pay  freight  charges  on  the  reshipment.  It  is  almost  inevitable  that  it  will  cost  more 
in  freight  charges  to  send  merchandise  to  Branch  B  via  Branch  A  than  it  would  cost 
to  ship  the  same  merchandise  directly  from  the  head  office  to  I^ranch  B.  Branch  1^ 
should  not  add  to  the  cost  of  such  merchandise  more  than  the  freight  that  would  be 
paid  on  a  direct  shipment  from  the  head  office.  Any  excess  freight  involved  because 
of  the  shipment  via  Branch  A  should  be  written  off  to  expense  immediately. 

The  following  illustrative  case  will  serve  to  clarify  these  points.  Journal 
entries  are  given  to  record  the  following  transactions: 

1.  Branch  A  receives  from  the  head  office  merchandise  listed  at 
cost  price  of  $1,000.  Freight  of  $80  is  paid  in  cash  by  the 
branch. 

2.  One-fourth  of  the  merchandise  mentioned  in  transaction  1  is 
reshipped  by  Branch  A  to  Branch  B,  freight  charges  collect. 
It  may  be  assiuned  that  the  $80  freight  charge  paid  originally 
may  be  prorated  over  the  entire  shipment  in  proportion  to 
cost  price. 


I 


X 


AGENCIES   AND    BRANCHES 

3.  The  merchandise  shipment  is  received  by  Branch  B  and  a  freight 
charge  of  $14.00  is  paid  in  cash.  Branch  B  is  much  nearer  the 
head  office  than  is  Branch  A,  and  the  freight  charges  on  a  similar 
shipment  made  directly  from  the  head  office  would  be  only  S8.00. 

JOURNAL   ENTRIES 
Head-Office  Books 

Branch  A  Current  Account $1,000 

Purchases ^^'^^^ 

Goods  shipped  to  Branch  A. 

Branch  B  Current  Account 250 

Inter-Branch  Freight 20 

Branch  A  Current  Account ^'^ 

Goods  from  Branch  A  to  Branch  B. 

Inter-Bran(;h  Freight ^ 

Branch  B  Current  Account " 

To  credit  Branch  B  for  difference  between 
freight  paid  ($14.00)  and  direct  freight 
($8.00.) 

Note  * 

Total  freight  charges  paid  $20  (A) +  $14  (B)  =  $34 
Freight  on  direct  shipment  8 

Excess  due  to  reshipment  $26 


Branch  A  Books 

Merchandise  from  Head  Office $1,000 

Freight  In ^^ 

Head  Office  Current  Account 

Cash 

Goods  received  from  head  office. 

Head  Office  Current  Account 270 

Merchandise  from  Head  Office       .... 

Freight  In 

Goods  shipped  to  Branch  B  as  per  instruc- 
tions of  Head  Office  order  No. 
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81,000 
80 


250 
20 


Branch  B  Books 

Merchandise  from  Head  Office $    250 

Freight  In 8 

Head  Office  Current  Account 

Cash 

Merchandise  from  Branch  A. 


$244 
14 
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QUESTIONS  AND  PROBLEMS 

Answers  and  solutions  to  tho  followin^^  (lucstions  and  pn.hh.ns  arc  now  to  ho  proparod  bv 
yo  aftor  c-arrful  st.idy  o  the  foregonig  chapter.  Any  good  (luulit  ^■  of  paper  on  which  y mir  work 
will  appear  neat  and  legible  may  be  used.  '        i    i  ^^  ^xi  >vuicu  >our  uorK 

(1)  What  ontrv^  should  be  made  on  the  branch  l)ooks  to  record  tlie  receipt  of 
merchandise  from  (lie  head  office  if  the  merchandise  is  billed  to  the  branch  {a)  at 
cost?     (6)  at  selling  price? 

(2)  The  followinc:  accounts  appear  in  the  Branch  No.  25  and  the  Head  Office 
trial  balances  December  .SI,  19__:  Head  Office  Current  Account  (credit)  -S42,3o0 
and  Branch  No.  25  Current  Account  (debit)  §;i8,780.  How  do  vou  account'  for 
this  difference? 

(3)  A  certain  company  carries  two  accounts  with  each  of  its  l)ranches,  namely, 
Branch  (^urrent  Account  and  Branch  Investment  Account.  For  what  should  an 
adjustment  be  made  between  these  accounts?     When? 

(4)  A  branch  manager  receives  a  bonus  of  10  per  cent,  of  the  branch  profits. 
The  fixed  assets  of  the  branch  are  carried  on  the  head-ofhce  books.  C^ertain 
expenses  incurred  for  the  benefit  of  all  branches  are  paid  by  the  head  office  and 
prorated  monthly  among  the  branches. 

To  enable  the  branch  manager  to  determine  his  profit  or  loss  for  the  month  just 
ended,  the  head  office  sends  him  the  following  statement: 

Advertising §i^sO 

Legal  expense 50 

Depreciation 150 

Give  journal  entries  to  set  up  this  information  on  the  branch  books. 

(5)  A  branch  office  business  was  started  at  the  first  of  the  year,  the  head  office 
advancing  $5,000  cash.  During  the  first  year,  merchandise  that  cost  $75,000 
was  shipped  to  the  branch. 

An  auditor,  checking  up  the  business  at  the  close  of  the  year,  found  the  follow- 
ing: Merchanchse  sales  were  SG0,000.  The  cost  of  merchandise  sold  was  $50,000. 
Proi^er  vouchers  and  receipts  were  on  file  for  the  following:  Rebates  and  allow- 
ances on  damaged  goods  $1,500;  salaries  and  other  expenses  paid  $7,000. 

The  books  also  showed:  Remittances  to  head  office  $35,000;  uncollected 
accounts  $15,000.  llie  balance  of  sales  had  been  realized  in  cash,  less  rebates 
and  allowances  as  noted.  The  cash  on  hand  and  inventory  of  unsold  goods, 
together  with  the  foregoing  facts,  properly  accounted  hjr  all  assets.     Prepare: 

(a)    Entries  to  record  transactions  on  branch  books. 
(6)    Branch  closing  entries. 


>~ 
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((•)    Branch  balance  sheet, 
(d)    Branch  profit  and  loss  statement. 
(G)     On  January   1   the  balance  sheet  of  Branch  No.  42  showed  assets  of 

$105,000  and  liabilities  of  855,000.  . 

During  the  year  merchandise  that  cost  $740,000  was  received  from  the  home 

'"""Remittances  were  made  to  the  home  office  as  follows:     $85,000;  $240,000; 

$300,000  and  $180,000.  ,    ,      „         v,   x-^    9R   ««    ordered 

$25,000  worth  of  merchandise  was  shipped   to   Branch  No.  28  as   ordered 

''^  "rofit  ^Branch  No.  42  for  the  year  was  $128,000.     Show,  in  as  complete 
detail  as  possible,  the  Branch  No.  42  Current  Account  on  the  home  office  book.. 

(7)  The  Flowers  Company  ships  merchandise  to  its  branches  at  a  uniform 
mark  up  of  25  per  cent,  above  cost.  The  branch  managers  are  not  aware  of  he 
^act  percentage  used.  During  a  given  month  Branch  15  received  merchand.se 
W led  at  105,000.  At  the  Cose  of  the  month,  this  branch  reported:  nventory 
$42,000,  expenses  paid  $14,000,  collections  from  customers  S49,o00,  bad  debts  $600, 
and  sales  on  account  $08,200.     Remittances  to  the  head  office  were  $3o,000. 

Give  journal  entries  to  record  the  foregoing  transactions  on  the  branch  books 
and  to  close  the  branch  books.  Show  Branch  15  Current  Account  and  Branch  lo 
Profit  and  Loss  Account  on  the  head-office  books. 

(8)  The  White  Company  has  selling  agencies  in  several  cities  Each  manager 
of  a  Class  A  agency  receives  a  salary  of  $350  per  month  directly  from  the  head 
office.  He  pays  his  own  store's  expenses,  which  must  not  exceed  8800  per  month, 
and  s  reimbursed  at  the  end  of  each  month  by  the  head  office.  The  agencies  carry 
samples  only.     Orders  are  filled  by  the  head  office,  which  also  bills  customers  and 

makes  collections.  .  x       -r^  j  t^^o 

At  the  end  of  a  given  month  the  agencies  (both  Class  A)  at  Denver  and  Des 

Moines  submit  the  following  reports: 

Denver  Des  Moixes 

Sales 5f32,480  $41,320 

T^  640  '  ^90 

Expenses 

Rent  on  agency  stores  is  paid  directly  by  the  head  office  each  month.  Present 
leases  require  payments:     Denver  $250,  Des  Moines  $32o.  ,      ,     ,^       ^ 

What  entries  would  you  make  to  record  on  the  head-office  books  the  above 
transactions  with  the  agencies  and  their  customers? 

Look  over  your  answers  and  solutions  to  the  above  questions  and  problems,  and  immediately 
send  them  to  the  Schools  for  correction. 


CHAPTER  II 

BUSINESS  COMBINATIONS-MERGERS,  CONSOLIDATIONS  AND 

HOLDING  CORPORATIONS 

7.     Reasons  for  Combinations.-DurinK  (he  ,.a.st  sixty  yeans  the  world  has 
witnossecl  several  types  .,f  business  con,l,inati(.ns.     Probably  the  chief  motivating 
principle  behiml  all  combinations  has  been  a  desire  to  control  the  sellin-  price  of 
a  product.     Price  ontrol  is  a  means  of  eliminating  competition  and  then  efTec ting 
a  general  rise  in  the  price  received  for  the  product  marketed  by  the  combination 
Combinations  of  railroads  were  among  the  first  to  receive  legislati\-e  attention  and 
the  Interstate  Commerce  Act  of  1887  was  designed  to  protect  the  public  against 
monopoly  rates  and  service.     Some  time  later,  .luly  2,  1890,  the  Sherman  Anti- 
Irust  Act  was  passed.     The  principal  <,bjective  of  this  act  is  the  protection  of  the 
public  against  all  "combinations  in  restraint  of  trade."     Further  legislation  along 
this  hne  came  with  the  Clayton  Act  of  1914.     This  act  is  designed  to  prevent  the 
acquisition  of  a  substantial  amount  of  the  capital  stock  of  one  company  bv  a  second 
company  that  may  be  regarded  as  a  "natural  competitor"  of  the  company  whose 
stock  It  wishes  to  acquire.     In  other  words,  one  company  unrler  this  act  may  not 
acquire  stock  in  another  company  if  the  effect  of  the  acquisition  is  to  lessen  com- 
petition between  the  two  companies. 

Since  it  is  illegal  under  several  national  and  state  statutes  to  combine  for  the 
purpose  of  fixing  price  or  controlling  competition,  other  rea,sons  must  be  advanced  to 
justify  the  formation  of  business  combinations.  Among  those  usually  presented 
are  farst,  to  improve  and  centralize  management;  second,  to  advance  and  promote 
the  use  of  certain  products:  third,  to  coordinate  the  activities  of  all  companies 
handling  a  product  from  its  raw  material  state  through  successive  stages  of  produc- 
tion and  distribution  until  it  is  placed  in  the  hands  of  wh.ilesalor,  retailer  or  even 
consumer;  fourth,  to  eUminate  duplication  of  effort  in  connection  with'  buying 
selling,  and  financing  activities.  For  a  specific  business  combination  other  reasons 
may  be  advanced. 

8.  Methods  of  Securing  Unified  ControL-There  has  been  some  confusion  in 
the  public  mind  concerning  "corporations"  and  "trusts."  There  has  been  much 
greater  confusion  on  the  matter  of  business  combinations.  To  the  lay  mind  a 
commumly  of  interest,  a  pool,  an  interlocking  directorate,  or  a  voting  truH  have  been 
one  and  the  same  thing.  These  have  been  regarded  as  business  combinations  and, 
unfortunately,  "business  combinations  in  restraint  of  trade."  It  is  quite  true  that 
each  of  the  foregoing  represents  a  type  of  business  combination.  It  is  undoubtedly 
true  that  these  terms  have  been  (,uitc  properly  applied  to  some  combinations  that 
were  veiy  definitely  in  restraint  of  trade.    It  does  not  follow,  however,  that  all 
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combinations  are  in  restraint  of  trade  nor  that  all  combinations  are  properly  known 

by  the  titles  mentioned.  ,  .    ,      •  -rv.^o« 

There  are  four  principal  methods  of  securing  unified  control  m  busmess.     These 

will  be  enumerated  and  described  briefly: 

1  rp.^^.t,  _A  trust  may  be  established  in  either  of  two  ways.  In  the  first 
place,  the  owners  of  the  capital  stock  of  various  companies  may  assign  their  stock 
to  a  hoard  of  trustees,  receiving  in  exchange  certificates  of  beneficial  interest.  In  the 
second  place,  the  board  of  trustees  may  sell  outright  certificates  of  beneficial  inter- 
est in  the  trust  and  may  use  the  funds  thus  obtained  to  acquire  stock  m  various 
companies,  bonds  of  various  companies,  or  any  other  assets  which  are  desired  by 
the  board  of  trustees.  Regardless  of  the  manner  in  which  the  certificates  of  bene- 
ficial interest  originate,  it  is  understood  that  the  trustees  will  operate  the  property 
for  the  benefit  of  the  beneficiaries.  From  the  income  obtained,  dividends  are 
paid  to  the  holders  of  the  trust  certificates.  There  has  been  great  popular  aversion 
to  this  type  of  business  combination.  It  was  at  this  type  primarily  that  antitrust 
legislation  was  aimed. 

2  Mergers  —A  merger  occurs  when  one  corporation  absorbs,  that  is,  merges 
with  itself,  one  or  more  other  corporations.  The  businesses  that  are  merged  may 
give  up  their  property  in  exchange  for  cash  or  in  exchange  for  capital  stock  of  the  one 
company  to  be  continued.  In  the  majority  of  instances,  the  exchange  seems  to  be 
made  for  shares  of  stock.  In  either  event,  the  merged  corporations  disappear. 
Liquidating  dividends  are  paid  to  the  shareholders  of  these  compames  and  their 
capital-stock  certificates  taken  up  and  canceled.  Depending  on  the  method  used 
in  the  merger,  the  liquidating  dividends  may  be  in  either  cash  or  capital  stock 
of  the  buying  corporation. 

3  Consolidations.— Jn  many  respects,  a  consohdation  is  not  unlike  a  merger. 
The  principal  difference  arises  from  the  fact  that  instead  of  merging  into  an  existing 
corporation,  the  various  corporations  involved  participate  in  the  formation  of  a 
wholly  new  corporation.  The  assets  and  habihties  of  the  consohdating  companies 
are  transferred  to  the  consolidated  corporation  in  exchange  for  the  latter's  capital 
stock.  Not  infrequently  subsequent  additions  to  consolidations  may  be  made  by 
outright  cash  purchases. 

■  4.  Holdi?ig  Companies.— Vnquestionsihly  the  most  important  and  most  widely 
used  type  of  business  combination  is  the  holding  corporation.  The  holding  corpora- 
tion secures  control  of  other  corporations  through  stock  ownership.  It  is  the 
primary  object  of  the  holding  corporation  to  secure  sufficiently  large  blocks  of 
stock  in  other  corporations  to  be  able  to  obtain  voting  control  of  these  other 
corporations.  When  a  corporation  is  controlled  through  stock  in  the  hands  of 
a  holding  corporation,  it  is  known  as  a  subsidiary  corporation  of  the  holding  or 
parent  corporation.  The  amount  of  stock  that  must  be  held  in  order  to  secure 
control  of  a  corporation  varies.  Ordinarily  51  per  cent,  of  the  voting  stock  is 
regarded  as  a  controlling  interest.  In  some  instances,  however,  control  may  be 
acquired  for  all  practical  purposes  through  the  ownership  of  a  much  smaller 
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percentage  of  voting  stock.  This  is  particularly  true  if  the  uncontrolled  por- 
tion of  the  stock  is  very  widely  distributed.  On  the  other  hand,  complete  con- 
trol may  not  always  be  secured  through  the  ownership  of  a  mere  majority  of 
the  shares  outstanding.  It  is  true  in  some  corporations  that  the  by-laws  of  the 
corporation  may  not  be  changed  unless  approval  is  secured  from  00  or  75  per  cent,  of 
the  outstanding  shares.  This  would  indicate  that  the  holding  company  in  posses- 
sion of  55  per  cent,  of  the  capital  stock  could  maintain  control  in  all  ordinary  situa- 
tions, but  could  not  change  the  corporation's  by-laws  wit  hout  securing  the  assistance 
of  other  shareholders.  Such  shares  as  are  not  in  possession  of  the  holding  corpora- 
tion or  of  its  subsidiary  corporations  are  said  to  be  in  possession  of  the  minority 
interest.  It  is  important  to  recognize  the  fact  that  a  corporation  is  not  a  holding 
company  simply  because  it  owns  shares  of  stock  in  other  corporations.  The  owner- 
ship must  be  of  a  sufficiently  large  block  of  stock  to  enable  the  owning  company  to 
control  the  activities  of  the  subsidiary  company. 

9.    Adjustment  of  Book  Values  Required  by  a  Merger  or  Consolidation. 

Only  rarely  would  a  merger  or  a  consolidation  take  place  without  some  alteration 
of  the  book  values  presented  by  one  or  more  of  the  participating  organizations. 
Adjustments  of  this  nature  come  about  because  of  the  lack  of  uniformity  in  the 
accounting  practices  of  the  various  companies.  It  may  be,  for  example,  that  two 
of  the  parties  to  a  prosposed  merger  use  identical  machines  but  that  one  company 
depreciates  its  machines  on  a  ten-year  hfe  estimate  while  the  other  depreciates  a 
like  asset  over  an  estimated  life  of  twelve  or  fifteen  years.  It  is  important,  of 
course,  that  the  life  estimate  be  as  accurate  as  accountants,  engineers,  and  others 
interested  can  predict,  but  it  is  even  more  important  in  a  merger  that  accounting 
principles  be  applied  uniformly  in  order  that  the  stockholders  of  the  more  conserva- 
tive corporation  shall  not  be  discriminated  against  in  favor  of  those  of  less  conserva- 
tive corporations. 

A  second  example  of  the  need  for  uniformity  in  such  cases  may  be  based  on 
the  asset,  Accounts  Receivable.  The  accounts  receivable  of  all  parties  to  the 
merger  (or  consoHdation)  are  taken  up  by  the  remaining  corporation  (or  the  new 
corporation).  If  one  company  records  provision  for  bad  debts  before  the  debts  are 
found  to  be  uncollectible  and  a  second  company  recognizes  bad  debts  only  ivhen  the 
accounts  are  written  off,  the  accounts  of  the  latter  company  are  less  conservatively 
stated  than  are  those  of  the  first  company.  Hence,  at  the  time  of  merging  (or 
consolidating)  the  companies,  the  receivables  are  not  stated  on  a  comparable  basis 
until  provision  has  been  made  on  the  books  of  the  second  company  for  such  losses 
as  are  likely  to  occur  through  failure  to  collect  in  full  from  customers.  Still  a  third 
company  to  the  merger  may  have  included  in  its  receivables  such  items  as  Advances 
to  Salesmen,  Loans  to  Officers,  Advances  to  Subsidiary  Companies,  and  similar 
items  obviously  not  due  from  trade  debtors.  It  is  the  duty  of  the  accountant  to 
remove  all  such  extraneous  items  and  to  state  the  accounts  receivable  on  a  com- 
parable basis. 

Another  illustration  of  the  importance  of  this  problem  of  uniformity  in  accounts 
is  found  if  one  of  the  participating  organizations  is  a  partnership.     The  net  profit 
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of  a  corporation  is  stated  after  the  deduction  of  managerial  salaries  and  bonuses 
along  with  all  other  expenses.  In  a  partnership,  however,  alternative  treatments 
are  found  in  regard  to  salaries  and  bonuses.     The  partners  may: 

1.  Receive  no  salaries  as  such. 

2.  Draw  relatively  small  salaries,  leaving  much  to  be  distributed  as 
profit. 

3.  Draw  relatively  large  salaries,  leaving  little  to  be  distributed 

as  profit. 

4.  Draw  salaries  only  if  the  salaries  are  earned  through  operations. 

5.  Charge  salaries  and  bonuses  to  expense  accounts. 

6.  Charge  these  items  as  distributions  of  net  profits. 

It  will  be  seen  at  once  that  the  net  profits  of  the  participating  organizations  are  not 
comparably  stated  unless  the  salaries  in  both  types  of  organization  are  treated  in 

the  same  manner. 

The  foregoing  principles  apply  not  only  to  the  specific  accounts  mentioned  but 
to  practically  all  accounts.  If  one  company  is  on  an  accrual  basis  and  a  second 
reports  income  on  a  cash  basis,  adjustments  must  be  made  before  the  statements 
can  be  compared .  If  one  company  has  written  off  bond  discount  against  surplus 
and  a  second  company  is  accumulating  discount  over  the  life  of  the  bonds,  adjust- 
ments are  required.  Other  cases,  too  numerous  to  mention  here,  require  similar 
adjustments. 

10.  Illustration  of  a  Merger.— Following  are  shown  the  profits  over  a  five- 
year  period  and  the  balance  sheets  of  companies  A,  B,  and  C  as  of  December  31, 
1932.  For  some  time  the  principal  owners  of  the  three  companies  have  been  con- 
sidering plans  under  which  the  companies  might  unite  in  order  to  operate  more 
effectively  against  increasing  competition.  It  has  been  agreed  that  companies 
B  and  C  shall  be  merged  with  A  Company  under  the  following  terms: 

1.  Reserves  for  Bad  Debts  shall  be  increased  to:     B  Company,   $2,500; 
C  Company,  $1,500. 

2.  Reserves  for  Depreciation  shall  be:  B  Company,  $25,000;  C 
Company,  $20,000. 

3.  C  Company  shall  wTite  off  $3,000  of  deferred  charges. 

4.  Land  shall  be  valued:  A  Company,  $10,000;  B  Company, 
$15,000;  C  Company,  $5,500. 

5.  Companies  B  and  C  shall  be  assumed  to  have  goodwill  in  amounts 
equal  to  three  times  their  average  annual  profit  over  the  past  five 
years. 

6.  Payment  to  be  made  in  common  stock  of  A  Company. 

The  profits  for  each  of  the  companies  for  each  of  the  five  years  are  as  follows 
and  balance  sheets  are  shown  in  Illustration  5. 
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Year 

A 

192<S.      .      . 
1929    .      .      . 
10:?0.     .     . 
1931    .      .      . 
1932.      .      . 

.      .    $  2,(M)() 

6,(KK) 

.      .        8,(M)() 

12.()()() 

.      .       1(),(MK) 
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Profits  by  Years 

B 

$2,000 

2,200 

2,  son 

4, (KM) 
3,CKX) 


Average. 


$38,000 

$  7,(UM) 


$14,000 
$  2,800 


C 

$10,000 
7,000 
5,000 
1,(KM)* 
3,000* 

$18,000 

$  3,()(K) 


*L 


OSS 


Balance  Sheets 
December  31,  1032 


Assets 

v,'''it(Oil  •  •  •  •  •  •  •  •  •  • 

Receiviihlos 

Inventories 

Fixtures 

Plant  and  Equipment 

Buildings 

Land 

Defernnl  Cliarges 

Goodwill 

lAabilUies  and  Capital 

Current  Payables 

Reserve  for  Bad  Debts 

Ileserv(»  for  Depreciation  .... 

Bonds  Payable 

Capital  Stock  Issued 

Surplus 


A  Company 


$  15,000 

2r),(M)() 

30,(K)0 

8,000 

20,(KH) 
(),(K)() 
1,00(J 


$105,000 


S  20.0(K^ 
1  ,(KK) 
3,  (XX) 

75,000 
6,000 

$105,()(K) 


Illustration  5 


Adjusting  Entries 

B  Company: 

SurpliLs $1,500 

Reserv^e  for  Bad  Debts 

To  revalue  Receivables. 

Reserve  for  Depreciation 5,000 

Land 5,000 

Goodwill 8,400 

Sur])lus 

To  revalue  assets  and  to  set  up  good- 
will prior  to  merger. 


B  Company 


$  10,000 

35.(K)0 

2(),()(K) 

4,(KX) 

C5,(XK) 

10,()(K) 
3,(XJ(J 


§147,000 


$  25,000 
1,000 
30,000 
,50,(XK) 
25,(X)0 
1(3,000 

$147,(KX) 


C  Company 


S     2,000 

15,(X)0 

30,(X)0 

5,0(X) 

50,000 

10,0(X) 

4,000 

25,000 

$141,000 


S  15,000 

10,000 
25,(XX) 
()0,(XX) 
31,000 

$141,000 


$  1,500 


18,400 


>- 
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C  Company: 

Surplus $33,200 

Reserve  for  Bad  Debts 

Reserve  for  Depreciation 

Deferred  Charges 

Land 

Goodwill 

To  revalue  assets  prior  to  merger  with 
A  Company. 

A  Company: 

Land 4,000 

Unrealized  Profit  in  Land 

To  revalue  Land  account. 

Transfer  Entries 

B  Company: 

A  Company,  Vendee $132,900 

Reserve  for  Bad  Debts 2,500 

Reserve  for  Depreciation 25,000 

Cash 

Receivables 

Inventories 

Fixtures 

Plant  and  Equipment 

Land 

Deferred  Charges 

Goodwill 

To  transfer  assets  to  vendee. 

Current  Pavables 25,000 

Bonds  Payable 50,000 

A  Company,  Vendee 

To    credit    vendee     with    liabilities 

assumed. 

Stock  of  A  Company 57,900 

A  Company,  Vendee 

Payment  by  vendee. 

C  Company: 

A  Company,  Vendee •      •    S97,S00 

Reserve  for  Bad  Debts 1,500 

Reserve  for  Depreciation 20,000 

Cash 

Receivables 

Inventories 

Fixtures 

Plant  and  Equipment 

Land 

Deferred  Charges 

Goodwill 

To  transfer  assets  to  vendee. 

Current  Payables 15,000 

Bonds  Payable 25,000 

A  Company,  Vendee 

To    credit    vendee    with    liabilities 

assumed. 

Stock  of  A  Company 57,800 

A  Company,  Vendee 

Payment  by  Vendee. 


;  1,500 
10,000 

3,(XX) 

4,5(X) 

14,200 


4,000 


$10,000 

35,000 

20,000 

4,000 

65,000 

15,000 

3,000 

8,400 


75,000 


57,900 


$  2,000 

15,000 

30,000 

5,000 

50,000 

5,500 

1,000 

10,800 


40,000 


57,800 
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A  Company: 

Cash ?10,000 

Receivables 3  ■),()()() 

Inventories 20,()(K) 

Fixtures    . 4,()()() 

Plant  and  Equi})rnent 60, ()()() 

Land 15,()(K) 

D(>f(Tred  Charges          3,()(X) 

Goodwill 8,400 

Res(TVO  for  Rad  Debts    .       .      .      . 

Reserve  for  Depreciation 

B  Company,  Vendor 

Purchase    of    assets    of    Ji    Company. 

B  Company,  Vendor 75,000 

Current  Payables 

Bonds  Payable 

Liabilities  of  B  Company  assumed. 

Note. — Entries  to  record  acquisition  of 
of  C  Company  are  oinitted.  They  can 
readdy  be  {)r(>pared  by  reference  to  the 
two  preceding  entries  and  to  entries  of  C 
Company. 

B  Company,  Vendor 57.900 

C  Company,  Vendor 57,S0{) 

Cai)ital  Stock  Issued 

Payments  to  vendors. 


$  2.r)0n 
2r),()()() 

132,900 


25,000 
50,000 


11 


'),700 


Closing  Entries 

B  Comjmny: 

Capital  Stock 25,000 

Surplus 32,900 

Stock  of  A  Company 57,900 

Record  payment  to  shareh<)ld(>rs  of 
$23I.()0  i)er  share  and  cancelation  of 
stock  certificates. 

C  Company: 

Capital  Stock 00,000 

Surplus 2,200 

Stock  of  A  Company 57,800 

Record  liquidation  of  cai)ital  claims 
at  96 1  and  cancelation  of  stock  cer- 
tificates. 

The  condition  of  A  Company  after  the  foregoing  entries  have  been  recorded 
is  shown  in  Illustration  6. 

11.  Illustration  of  a  Consolidation. — The  principal  owners  of  companies  One, 
Two,  and  Three  conclude  that  their  interests  may  be  best  served  by  effecting  a 
consolidation.  Accordingly,  the  formation  of  a  new  corporation  to  be  known  as 
Company  X  is  undertaken.  A  charter  is  secured  authorizing  the  issue  of  §500,000 
in  5-per-cent.  first  preferred  stock  and  $1,000,000  in  common  stock,  each  class  hav- 
ing shares  of  $100  par  value. 

Company  X  is  to  take  over  the  businesses  of  (Companies  One,  Two,  and  Three. 
Professional  accountants  are  employed  to  audit  the  books  of  each  company  for  the 


A-- 
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A   COMPANY 

Balance  Sheet 

December  31,  1932 


Assets 

Receivables ^  ^r'SlIS 

Reserve  for  Bad  Debts 5,(X)0 

Inventories 

Total  Current  Assets '^' nnci 

Fixtures ^  l/,000 

Plant  and  Equipment -^in'SiS 

Buildings •     2Q>QQ^ 

$152,000 
Reserve  for  Depreciation 48,000 

Land 

Total  Fixed  Assets    .      .  

Deferred  Charges 

Goodwill 

Liabilities  and  Capital 

Current  Payables 

Bonds  Payable 

Capital  Equity: 

'        Capital  Stock  Issued 

Surj)lus: 

Unrealized  Profit  in  Land 

Unappropriated 

Total  Net  Worth 


S  27,000 
70,000 
80,000 


$104,000 
30,500 


$190,700 

4,000 
6,000 


31 


$177,000 


134,500 

5,000 

19,200 

$335,700 


$  60,000 
75.000 


200,700 
$335,700 


Illustration  6 

last  five  years  and  to  determine  the  net  worth  of  each  at  the  date  of  consolidation. 
Attention  is  to  be  paid  particularly  to  the  correctness  and  uniformity  of  accounting 
procedures  followed  by  each  company  in  regard  to  the  following  points: 

1.  Provision  for  bad  debts, 

2.  Provision  for  depreciation, 

3.  Salaries  and  other  compensation  of  officers. 

4.  Inventory  valuations. 

5.  Unearned  and/or  unrealized  profits. 

6.  Methods  of  computing  manufacturing  costs. 

7.  Net  profits  each  year. 
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The  amount  to  be  paid,  in  common  stock  of  Comi^any  X,  for  each  old  company 
is  to  be  computed  as  follows: 

1.  Determine  the  average  yearly  profit  of  each  company  over  the 
past  five  years. 

2.  Determine  the  rate  of  return  which  this  profit  represents  on  the 
value  of  the  net  assets  at  the  time  of  the  consolidation. 

3.  Capitalize  each  company's  average  net  earnings  found  in  (1)  by 
the  lowest  of  the  three  rates  found  in  (2). 

The  conclusions  of  the  auditors  are  summarized  below: 

Company  Company  Company 

One  Two  Three 

Current  Assets S  40,000  $  .S0,000  $100,000 

Fixed  Assets 100,000  120,000  250,000 

Total $140,000  $2{X),000  $:350,000 

Liabilities  ....       $  35,(XK)  $  75,000  $20(),(K)0 

Capital  Stock 100,(KX)  150,()(X)  150,000 

Surplus 5,0(X)  25,000* 

$140,000  $200,000  $350,000 


V, 


Earnings 

Year  Company  Company  Company 

One  Two  Three 

1929  $     4,000  $  10,750  $     8,000* 

1930  '         10,000  25,000  3,(K)() 

1931  16,0(X)  lt),5(K)  25,(KM) 

1932  '  ....  24,(K)0  1(),()()()*  25,(XK) 

1933  .  '  .  ' 30,000  11, (KX)*  30,(KX) 

$  84,000  $  31,250  $  75,000 

Average $  16,S00  $     6,250  $  15,0(X) 

Rate 16%  5%  10% 

*Deficit  or  Loss. 

According  to  the  instructions  given  in  preceding  paragraph  (3),  stock  will  be 
issued  to  each  old  Company  as  follows: 

One  $16,8(X)-^  .05  =  $336,000 

Two         $  6,250 -^  .05=    125,(XX) 
Three       $15,(XX)^.05=   3(K),(XX) 

Total  $761, (XX) 


V 


Journal  entries  to  record  the  transfers  may  be  as  follows:    Alternative  pro- 
cedures are,  however,  given  for  the  treatment  of  goodwill. 
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Journal  Entries 

Company  One: 

Goodwill $231,000 

Surplus $231,000 

To  set  up  goodwill. 

Company  X,  vendee 336,000 

Liabilities 35,000 

Current  Assets 40,000 

Fixed  Assets 100,000 

Goodwill 231,000 

To  record  sale  of  business. 

Common  Stock  of  Company  X   .      .      .      .       336,000 

Company  X,  vendee 336,000 

To  record  payment  by  vendee. 

Capital  Stock 100,000 

Surplus 236,000 

Common  Stock  of  Company  X.      .      .  336,000 

To  record  redemption  and  cancela- 
tion of  stock  certificates. 

Company  Tivo: 

Entries  are  similar  to  those  for  Company  One  except  for  the  final  entry  which 

is: 

Capital  Stock $150,000 

Surplus $  25,000 

Common  Stock  of  Company  X      .      .  125,000 

To  record  liquidating  dividend  to 
shareholders  of  this  corporation. 

Company  Three: 

Company  X,  Vendee $300,000 

Liabilities 200,000 

Current  Assets $100,000 

Fixed  Assets 250,000 

Surplus 150,000 

To  record  transfer  of  assets  to, 
and  assumption  of  liabilities  by, 
Company  X  and  to  set  up  gain  on 
sale  of  business. 

Common  Stock  of  Company  X  .      .      .      .      300,000 

Company  X,  vendee 300,000 

To  record  payment  by  vendee. 

Capital  Stock 150,000 

Surplus 150,000 

Common  Stock  of  Company  X       .      .  300,000 

To  record  dissolution  of  Company 
Three. 

Company  X: 

Unissued  Preferred  Stock $    500,000 

Unissued  Common  Stock 1,000,000 

5%  First  Preferred  Stock     ...  $    500.000 

Common  Stock 1,000,000 

To  record  stock  authorization. 


U, 
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Subscriptions  to  Common  Stock .      .      .       $    761,000  ^yn^  nn(\ 

Common  Stock  Subscribed     .      .      .  $/oi,uuu 

To  record  subscriptions. 

Company  One        3,360  Shares 
Company  Two       1,250 
Company  Three    3,000       " 

7,610  Shares 

Current  Assets ,f3!??^ 

Fixed  Assets lfM).(K)() 

Goodwill 2ol,«JUU 

Liabilities otrr^li 

Company  One,  vendor    ....  66h,()uu 

To  record  acquisition  of  Company 
One. 

Entries  simihir  to  the  foregoing  arc  made  to  record  acquisition  of  companies 
Two  and  Three. 

Company  One,  vendor $    336, (KK) 

CompanV  Two,  vendor 12.), (KK) 

Company  lliree,  vendor  .      .      .      .      .  3()(J,(.MK) 

Subscriptions  to  Common  Stock .      .  ^    /oi,uuu 

To  off  .set  subscription  claims  against 
obligations  to  vendors. 

Common  Stock  Subscrilx'd     ....  761,000  ►rni  aaa 

Unissued  Common  Stock  .      .      .      .  7bl  ,OUU 

To    record    issuing  of  stock  certif- 
icates. 

After  the  required  entries  have  been  made  on  the  books  of  Company  X,  the 
balance  sheet  of  Company  X  will  be  as  shown  in  Illustration  7. 

COMPANY  X 

Balance  Sheet 

December  31,  1933 


V. 


Current  Assets 
Fixed  Assets  . 
Goodwill . 


.$  22(),()(M) 
470,000 
381,000 


$1,071,000 


Liabilities 

Uni.ssued      Preferred 

Stock       .      .      .     S    500,0(K) 
Authorized  Common 

Stock       .      .      .       1,000.000 
Less  Unissued     .  239,(M)() 


Outstanding 


$  310,000 


1 


761,000 


$1,071,000 


Illustration  7 


12.  Other  Bases  for  Stock  Allotments.— In  the  foregoing  example,  each  party 
to  the  consoUdation  received  m  payment  for  its  net  assets  only  common  stock  of 
the  new  company.  It  should  be  noted  that  the  method  followed  in  determinmg 
the  amount  of  common  stock  to  be  given  to  each  old  company  resulted  in  payments 
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proportionate  to  the  earnings  of  the  old  companies  not  to  the  net  assets  contributed 
by  each  old  company.     The  result  was  as  follows: 


Company 

One 

Two  .... 

Three  .      .      . 

Net 
Assets 

.  $105,000 

125,000 

.     150,000 

Per 
Cent. 

27.63 
32.90 
39.47 

Earnings 

$16,800 

6,250 

15,000 

$38,050 

Per 

Cent. 

44.15 
16.43 
39.42 

Stock 

$336,000 
125.000 
300,000 

$761,000 

Per 

Cent. 

44.15 
16.43 
39.42 

Totals  .      . 

S380,000 

100.00 

100.00 

100.00 

Such  a  distribution  means  that  the  stockholders  of  the  old  companies  (who 
now  hold  the  stock  of  Company  X)  will  participate  relatively  in  future  earnings 
as  they  participated  in  earnings  (not  necessarily  dividends)  during  the  last  five 
years.  Voting  power  is  given  in  largest  measure  to  the  stockholders  of  old  Company 
One,  the  company  that  demonstrated  its  ability  to  secure  the  greatest  return  on  its 
investment. 

Whether  or  not  this  plan  is  equitable  depends  on  many  factors  not  indicated 
in  the  foregoing  illustration.  The  declining  annual  earnings  of  Company  Two 
seem  to  indicate  a  total  absence  of  goodwill.  This  conclusion  is  substantiated 
by  the  very  low  average  earnings.  (The  average  would,  of  course,  remain  the  same 
if  S6,250  had  been  earned  during  each  of  the  five  years.)  The  best  year  (1930), 
however,  showed  a  net  profit  of  16f  per  cent,  on  capital  stock  (net  capital  of  that 
year  is  not  known)  and  it  is  possible  that  the  company  enjoys  high  potential  good- 
will which,  under  the  new  management,  will  produce  a  much  higher  return  on  the 
net  assets. 

The  interested  parties  should  be  advised  by  their  accountants  of  the  inequali- 
ties that  will  result  from  the  given  stock  distribution  if  the  new  company  fails  shortly 
after  its  organization.  Assume,  for  illustrative  purposes,  that  1934  operations 
result  in  a  loss  of  $100,000.  The  working-capital  position  of  Company  X  would 
be  even  weaker  than  the  unsatisfactory  one  indicated  in  the  balance  sheet,  Illustra- 
tion 7.  The  creditors  might  force  the  company  into  bankruptcy  with  its  resulting 
expenses  and  losses  on  realization  of  assets.  Assume  that  the  assets,  exclusive  of 
goodwill,  realize  $500,000  (probably  a  high  estimate)  and  that  expenses  are  held 
to  $21,000.     The  resulting  balance  sheet  might  appear  as  in  Illustration  8. 

COMPANY  X 

Balance  Sheet 
December  31,  1934 


Cash     . 
Goodwill 
Deficit . 


$  479,000 
381,000 
211,000 


$1,071,000 


Liabilities     . 
Common  Stock 


$ 


310,000 
761,000 


$1,071,000 


Illustration  8 
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After  liquidation  of  creditors'  claims,  there  is  Sl()9,0()()  or  $22.21  per  share 
available  to  common  stockholders.     The  following  comparison  may  be  made. 


Loss 


Net  Assets 

Company 

Contributed 

One 

.      .  $105,000 

Two .      .      . 

125,()(K) 

Three  . 

.      .     150,000 

$3S0,()(X) 

Liquidation 
Dividend 

$  74,617.61 
27,759.53 
66,022.86 

$169,000.00 


Amount 

$  30.382.39 
97,240. 47 
83,377.14 

$211,000.00 


Per  Cent,  of 
Contribution 

28.93 
77.79 
65.58 


To  guard  against  this  situation's  arising,  the  stockholders  of  Companies  Two 
and  Three  may  insist  on  some  method  of  payment  other  than  that  just  described. 
One  common  solution  of  the  difficulty  is  found  in  issuing  preferred  shares  for  the 
net  assets  and  common  shares  for  the  goodwill.  The  preferred  stock  should  be 
preferred  as  to  both  dividends  and  assets.  Under  the  preference  as  to  assets,  the 
stockholders  will  share  in  any  liquidating  dividend  (up  to  the  amount  of  their 
original  net  assets  contributions)  in  proportion  to  the  assets  contributed.  In  deter- 
mining the  amount  of  common  stock  to  be  issued  for  goodwill,  the  earnings  should 
first  be  reduced  by  the  return  on  preferred  shares  issued  for  net  assets  contributed.  If 
this  plan  were  applied  in  the  consolidation  outUned  in  Art.  11,  the  resulting  stock 

payments  would  be: 

Total     . 


For  Net  Assets: 

5%  Preferred  Stock     .  $380,000 

For  Goodwill: 

Common  Stock     .      .      .381,000 

Total $761,000 


One 
$105,000 

231,000^ 
$336,000 


Two 


$125,000 


$125,000 


Three 
$150,000 

150,000t 
$300,(KX) 


*[$16.800-(.05X$105.000«  1-^.05  =  $231,000 
t[$15.000- (.05X$150,0OOj]^  .05=  $150,000 


In  order  to  reduce  the  amount  of  stock  issued  for  goodwill,  the  interested 
parties  may  decide  upon  a  higher  capitalization  rate.  This  will  not  change  the 
participation  of  old  stockholders  in  excess  profits  earned  by  the  new  company  if, 
as  indicated  in  the  foregoing  tabulation,  the  earnings  used  are  first  reduced  by  the 
dividend  requirements  of  the  preferred  shares  issued  for  net  assets.  To  demen- 
strate  the  truth  of  this  assertion,  it  may  be  assumed  that  the  net  profits  in  1934  are 
S41,860.  Under  the  5-per-cent.  capitalization  rate  as  used  in  the  foregoing, 
dividends  are  payable  as  follows  if  the  directors  distribute  the  entire  earnings: 


To  Shareholders  of  Company: 


Preferred  Dividends: 
5%  on  $105,000     . 
5%  on  $125,000  . 
5%  on  $150,000     . 

Total 

...  $  5,250 

.      .      .         6,250 

.      .      .       7,500 

One 

$  5,250 

Comin 
6% 
6% 

ion  Dividends: 
on$231,(XK)  . 
on  $150,000     . 

otals  . 

.      .      .        13,860 
.      .      .       9,000 

.      .      .      $41,860 

13,860 

T 

$19,110 

Two 


$  6,250 


$  6,250 


Three 


$  7,500 


9,000 
$16,500 


^ 


1  ' 


i   . 


'/ 
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If  the  earnings  were  capitalized  at  15  per  cent,  instead  of  5  per  cent.,  only 
$127,000  would  be  set  up  for  goodwill,  and  the  distribution  of  net  earnings  of  S41 ,860 
would  be  as  follows: 


Totals 

Preferred  Dividends: 

(As  before) $19,000 

Common  Dividends: 

18%  on  $77,000  ....        13,860 
18%  on  $50,000     ....       9,000 


To  Shareholders  of  Company: 
One  Two  Three 


Totals S41,860 


$  5,250 
13,860 

$19,110 


$  6,250 


$  6,250 


$  7,500 


9,000 
$16,500 


If,  instead  of  making  profits.  Company  X  sustains  severe  losses  and  is  forced 
into  bankruptcy,  the  liquidating  dividends  will  be  paid  to  the  shareholders  of  each 
old  company  in  proportion  to  the  net  assets  contributed  to  the  consolidation. 
This  will  be  as  indicated  in  the  following  tabulation  if  the  condition  of  the  company 
immediately  prior  to  the  liquidating  dividend  is  that  exhibited  by  the  balance 
sheet  shown  in  Illustration  8.  L^gg 


Company 

One      .      .      . 

Two  . 

Three  .      .      . 


Net  Assets 
Contributed 

.     $105,000 

125,000 

.       150,000 


$380,000 


Liquidation 
Dividend* 

$  46,697.37 
55,592.11 
66,710.52 

$169,000.00 


Amount 

$  58,302.63 
69,407.89 

83,289.48 

$211,000.00 


Per  Cent,  of 
Contribution 

55.526 
55.526 
55.526 


♦Preferred:     44.47368  per  cent.     Common:     None. 


The  foregoing  discussion  explains  the  advantages  and  disadvantages,  from  the 
viewpoint  of  any  old  stockholder,  attending  the  use  of  either  common  stock  or  a 
combination  of  common  and  preferred  stocks  in  payment  to  the  old  companies 
for  their  properties.  Company  Two's  stockholders  gain  in  the  event  of  liquidation 
if  preferred  stock  has  been  issued  for  net  assets.  But  they  are  apparently  limited 
to  a  return  of  5  per  cent,  on  the  value  of  their  net-asset  contribution. 

A  variation  of  this  plan  will  be  obvious.  The  preferred  shares  may  be  made 
equally  participating  with  the  common  shares  after  the  latter  have  received  a 
dividend  equal  to  that  paid  on  the  preferred  shares.  If  this  provision  is  adopted, 
the  assumed  profit  of  $41,860  would  be  divided  as  follows: 

To  Shareholders  of  Company: 


Total 
Preferred  Dividends: 

5%  on  $105,000  ....  $  5,250 
5%  on  $125,000  ....  6,250 
5%  on  $150,000     ....      7,500 

Extra  Dividend: 

Approximately  §  of  1%*     .  1,903 

Common  Dividends: 

5%  on  $231,000  ....  11,550 
5%  on  $150,000  ....         7,500 

Extra  Dividend: 

Approximately  |  of  1%*  .      .       1,907 

Totals $41,860 

''.0050065. 


One 
$  5,250 

526 
11,550 

1,156 

$18,482 


Two 


$  6,250 


626 


$  6,876 


Three 


$  7,500 


r5i 


.500 


r5i 


$16,502 


il 
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The  followino;  indicates  the  (hstributioii  that  will  be  made  if  the  directors 

declare  a  dividend  of  $41,860  and  if  excess  earnings  were  capitalized  at  15  per  cent. 

in  determining  goodwill. 

To  Shareholders  of  Company: 

Total                       One  Two                     Three 
Profcrrcd  Dividends: 

RoKular,  5'^, $19,000                     $  5,250  $  6,2r)0                     $  7,500 

Extra* 12,375                         3,419  4,071                         4,885 

Common  Dividends: 

RokMilar,  5% 0,350  3,8.50  2,500 

Extra* 4,135  2,507  1,628 

Totals $41,8()0  $15,026  .510,321  $16,513 

♦Approximately  31  per  rent. 

These  alternative  distributions  emphasize  the  fact  that  the  participation  of  the 
preferred  shares  exerts  a  marked  influence  in  the  selecting  of  the  capitalization  rate 
to  be  used  in  computing  goodivill.  It  has  already  been  demonstrated  that,  with 
non-participating  preferred  shares  issued  for  net  assets,  the  exact  rate  to  be  used 
in  the  capitalizing  of  excess  profits  is  immaterial,  de{)ending  solely,  in  fact,  on  the 
amount  of  goodwill  that  the  directors  deem  appropriate.  The  use  of  participating 
preferred  shares  reduces  the  amount  available  to  conunon  shares  (after  the  preferred 
rate  has  been  paid  on  common  shares)  with  the  result  that  the  total  return  to 
common  shareholders  is  directly  influenced  by  the  amount  of  common  stock 
issued. 

13.  The  Use  of  Bonds. — Bonds  of  the  new  company  may  be  issued  in  full 
or  part  payment  for  the  net  assets  of  the  old  companies.  If  bonds  are  used  in  part 
payment  only,  say  from  one-fourth  to  three-fourths,  the  balance  due  for  net  assets 
is  likely  to  be  paid  in  preferred  stock.  Goodwill  is  almost  always  paid  for  by  the 
issue  of  common  stock. 

The  use  of  bonds,  particularly  of  mortgage  bonds,  strengthens  the  position 
of  the  stockholders  of  the  old  companies  but  definitely  weakens  the  position  of  the 
new  corporation.  The  bond  interest  is  a  fixed  charge  (unless  income  bonds  are 
used)  which  must  be  paid  whether  or  not  earnings  before  interest  ecjual  the  interest 
requirements.  Dividends  on  preferred  shares,  of  course,  cannot  be  declared  unless 
surplus  is  available  for  the  purpose. 

In  determining  the  amount  of  excess  profits  attributable  to  goodwill,  the  total 
net  profit  should  first  be  reduced  by  both  interest  on  bonds  and  dividend  require- 
ments of  the  preferred  stock. 

14.  Other  Methods  of  Determining  Goodwill. — It  has  long  been  the  opinion 
of  the  writer  that  the  recognition  of  goodwill  in  accounts  is  solely  a  matter  of 
bargaining  power.  Some  methods  of  arriving  at  the  (unount  of  goodwill  to  be  set 
up,  however,  are  certainly  more  ''scientific"  than  others.  Some  methods,  scientific 
or  not,  produce  relatively  large  amounts  of  goodwill,  while  others  result  in  ultra 
conservative  valuations.     If  A  and  B  have  opposite  self-interests,  a  payment  by 
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one  to  the  other  for  goodwill  warrants  the  setting  up  of  this  amount  as  goodwill. 
It  should  be  noted  that  the  amount  is  set  up,  not  because  a  payment  w^as  made,  but 
because  two  parties  with  diametrically  opposed  self-interests  included  the  pa>mient 
in  their  bargain.  The  factors  involved  in  computing  goodwill  usually  include  cer- 
tain of  the  following:  (1)  the  number  of  years'  earnings  to  be  considered,  (2)  the 
fair  average  rate  of  return  in  the  particular  field,  (3)  the  number  of  years'  profits 
or  excess  profits  to  be  purchased.  This  is  termed  the  number  of  years'  purchase 
to  be  paid  and  (4)  the  rate  of  return  to  be  used  in  capitalizing  excess  earnings. 
The  selection  of  the  method  to  be  used  is  determined  by  bargaining  power,  and  the 
application  of  the  method  involves  the  same  powder.  The  accountant  should  accept 
goodwill  values  with  the  proverbial  grain  of  salt  until  he  is  satisfied  that  the  amount 
is  capable  of  strong  defense. 

In  the  consolidating  or  merging  of  several  companies,  the  interests  of  one 
group  of  old  stockholders  can  seldom  be  identical  with  those  of  another  group.  It 
is  equally  true  that  the  interests  of  one  group  are  rarely  directly  opposed  to  those 
of  another  group.  Company  X  (referred  to  in  Arts.  11  and  12)  in  dealing  with 
Company  Three,  for  example,  may  well  be  regarded  as  Company  (1+2+3)  dealmg 
with  Company  Three  and  it  is  evident  that  the  buyer  and  the  seller  do  not  have 
w^holly  distinct  interests. 

The  following  statement  of  assets  and  earnings  may  be  used  to  illustrate  certain 
goodwill  procedures. 

Following  are  illustrative  cases. 


Net  Assets    . 
Average  Return 

Net  Earnings: 
1928.      . 
1929    .      . 
1930.      . 
1931    .      . 
1932.      . 


Average 


Company  A 

.    $200,000 
15% 


$  15,000 
25,000 
30,000 
35,000 
45,000 

$150,000 

$  30,000 


Company  B 

$200,000 
15% 


$  40,000 
35,000 
25,000 
30,000 
20,000 

$150,000 

$  30,000 


Company  C 

$400,000 

18% 

$  66,000 
80,000 
60,000 
91,000 
63,000 

$360,000 

$  72,000 


(7^5g  7.— In  Art.  11,  goodwill  was  determined  by  capitalizing,  at  the  average- 
earnings  rate  of  the  company  having  the  lowest  rate,  the  profits  in  excess  of  the 
product  resulting  from  applying  this  rate  to  the  net  assets  of  the  company.  If 
that  plan  were  followed  here,  only  Company  C  would  be  regarded  as  possessed  of 
goodwill.     For  example. 


Average  Earnings  . 
15%  on  $400,000 


$72,000 
60,000 

$12,000 


Excess  Profits  . 

Goodwill:    $12,000-^.15=  $80,000 


t 
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Case  2. — It  may  be  that  the  interested  parties  agree  that  a  return  of  12  per  cent. 

on  net  assets  is  the  average  earning  of  representative  firms  in  this  particular  hue 

of  business.     In  such  case,  it  is  argued,  all  companies  enjoy  goodwill  and  the 

result  is  as  follows: 

ABC 
.    $  30,000  S  30.000  $  72,000 

2t,(K)0  24,(MM)  48,000 


Average  Earninp;s 
12%  on  Not  AsscU 


Excess  Profits     . 
Goodwill  (ut  12%) 


$    6,000 
$  50,000 


$    6,000 
$  50,00(J 


$  24,000 
$200,000 


Case  3. — The  parties  at  interest  may  reach  the  conclusions  indicated  in  Case  2 
but  may  be  opposed  to  setting  up  §300,000  as  goodwill.  Bargaining  may  result  in 
the  application  of  a  20-per-cent.  rate  to  the  excess  profits,  with  the  following  result: 


Goodwill  (at  20%)  . 


A 

$  30,CX)0 


li 
$  30,(MJ0 


c 

$120,000 


Other  rates  would,  of  course,  produce  other  results. 

Case  4- — Each  of  the  three  foregoing  cases  results  in  according  like  treatment  to 
companies  A  and  B.  Even  a  casual  inspection  of  the  reported  earnings  of  these 
companies  raises  a  (juest  ion  as  to  which  is  the  ''better  buy."  Company  A's  earnings 
have  increased  with  each  passing  year.  Those  of  (Company  B  have  decreased 
steadily  except  for  a  slight  improvement  in  1931  over  the  results  of  1930.  It 
seems  reasonable  to  conclude  that  Company  A  has  better  prospects  than  has 
Company  B.  In  1932,  on  the  same  net-asset  investment.  Company  A's  earnings 
were  more  than  double  those  of  Company  B.  Recognition  of  these  facts  may 
prompt  the  directors  to  use  the  earnings  of  three  years  instead  of  five  as  a  basis  of 
calculation,  or  to  weight  the  earnings  of  each  year  in  a  manner  designed  to  favor 
the  company  whose  profit  trend  is  most  favorable  or  to  adopt  some  other  modification 
of  the  plan  described. 

It  may  be  that  the  method  of  capitalizing  excess  profits  will  be  abandoned  in 
favor  of  the  method  of  purchasing  excess  profits.  In  the  application  of  this  method 
there  is,  likewise,  room  for  bargaining. 

The  new  company  may  purchase:  (1)  the  excess  profits  over  a  given  number 
of  years  or  (2)  a  number  of  times  the  average  excess  profits  over  a  given  number  of 
years.  Obviously  in  the  case  of  the  Companies  A,  B,  and  C,  the  average  profits 
over  five  years  do  not  accurately  reflect  the  relative  earning  powers  of  Companies  A 
and  B.  The  decision  may  favor  allowing  goodwill  ecjual  to  five  times  the  average 
excess  profit  of  the  last  three  years.     The  calculation  is  as  follows: 


Profits  last  three  years.    $110,000 


Average      ....       $  3(),(>67 
Less  12%  on  net  assets        24,000 


Average  excess 


$  12,667 


B 

C 

$  75,000 

$214,000 

$  25,000 
24,000 

$  71,333 
48,000 

$  1,000 

$  23,333 

Goodwill  (5  X  average) .     $  63,333 


$     5,000 


$116,667 


\  i 


\v 
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Case  5. — More  arbitrarily,  goodwill  may  be  regarded  as  equal  to:  (1)  a  given 
number  of  times  the  last  year's  total  net  profit,  or  (2)  to  the  net  profits  of  the  last 
two  (three  or  more)  years.     For  example: 

A  B  C 

Goodwill  equal  to: 


3  X  profit  of  last  year     .    $  1 35,000 
Net  profit  of  last  2  years      80,000 


$  60,000 
50,000 


$189,000 
154,000 


15.  Illustration  of  a  Holding  Company.— In  Art.  10,  Illustration  5,  appear  the 
balance  sheets  of  Companies  A,  B,  and  C,  and,  in  Illustration  6,  the  balance  sheet 
of  Company  A  following  the  merger  of  the  three  companies.  Instead  of  merging 
the  companies,  it  may  be  desirable  for  Company  A  to  secure  control  of  Companies 
B  and  C  by  acquiring  the  voting  stock  of  these  companies.     It  is  assumed,  there- 

COMPANY  A 

Balance  Sheet 

December  31,  1932 


Assets 
Current  Assets: 

Cash ^-      ■ 

Receivables $25,000 

Less  Bad  Debts  Reserve 1,000 

Inventories 

Total  Current  Assets 

Fixed  Assets: 

Fixtures ^  8,000 

Buildings 20,000 

.$28,000 
Less  Depreciation  Reserve 3,000 

Land 

Total  Fixed  Assets 

Investments  in  Other  Companies: 

Company  B  (100%  at  Cost) 

Company  C  (100%  at  Cost) 

Total  Investments 

Deferred  Charges 

Total  Assets 

Liabilities  and  Capital 

Current  Payables 

Capital : 

Common  Stock  Issued 

Surplus 

Land  Appraisal  Surplus 

Total  Net  Worth 

Total  Liabilities  and  Capital 


Illustration  9 


$  15,000 
24,000 
30,000 


25,000 
10,000 


57,900 
57,800 


$190,700 
6,000 
4,000 


S  69,000 


35,000 


115,700 
1,000 

S220,700 


$  20,000 


200,700 
§220,700 
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fore,  that  Company  A  secures  lOO-per-cent.  ownership  of  the  stocks  of  Companies 
B  and  C  by  )ssuin<!;  (Hrectly  to  the  stockholders  of  the  latter  companies  $57,900  and 
S57,800  respectively  of  Company  A  common  stock.  To  determine  the  financial 
position  of  the  holding  company,  Company  A,  it  is  necessary  to  prepare  only  the 
customary  balance  sheet,  Illustration  9. 


Cash 

Reeoiva})les 
Inventories    . 
Fixtures      .       .       .       . 
Plant  and  Equipment 
Buildings    .      .      .      . 

Land 

Deferred  Charges 


Investment  in  Co.  B 
EHminate: 

KXJ'/o  C^apital  Stock 


100^^ 


7r  Surphis 
Goodwill 


Investment  in  Co.  C 
Eliminate: 

100%  Capital  Stock. 
100%  Surplus  .      . 
Goodwill       .... 
Goodwill 


Current  Payables  . 
Reserve  for  Bad  Debts. 
Re.^erve  for  D(>preciation 
Bonds  Payable   . 
Capital  Stock: 

Company  A. 

Company  B    .      .      . 
Eliminate. 

Company  C    . 
Eliminate. 


Surphhs: 

Comi>any  A    .      .      . 

Land  Appraisal   . 
Company  B     .      .      . 

liliminjite  Acquired 
Company  C    .      .      . 

Eliminate  Acquired 


WORKING   PAPERS 


Trial  nalances 


Company  A 


15,000 
2r),(K)0 
30,(K)() 


8,000 


20,(K)0 

10,(K)0 

1,(K)0 

57,900 


57,800 


224,700 


20,0(X) 
1,(MK) 
3,000 


190,700 


6,000 
4,000 


224,700 


Company  B 


1(),()()() 

35,(K)() 

20,0(M) 

4,000 

t)5,000 


10.000 
3,000 


147,000 


25.000 

l.(MM) 

30,0(K) 

50,(X)() 


25,(KK) 


1(),(K)0 


147,000 


Company  C 


2,(X)0 
15,(XX) 
30,(XX) 

5,(XX) 
50,000 


10,0(X1 
4,tX)0 


25,(XX) 
141,000 


lo.CMX) 


10.000 
25,000 


00,0(X) 


31, (XX) 


Elimina- 
tions 


25,000 
10,000 


()0,(XK) 
31,0(X) 


132,000 


25,0(X) 

r)0,ooo 


141, 0(X) 


1(),()(M) 
31 ,000 


132,(XH) 


Consolidated 
Balance 

Sheet 


27,000 
75,(XX) 
SO,(X)0 
17,000 
115,(KX) 
20,(KX) 
30,(K)0 
8,000 


10,900(7 


33,2(X)*(7 
25,0(X3  G 

380,700 


00,000 

2,(XX) 

43,{KX) 

75,tXX) 

190,700 


0,000.S 
4,(XX).S 


380,700 


♦Negative  goodwill. 


In  this  and  the  following  Working  Papers  G  indicates  Goodwill,  and  S  indicates  Surplus. 

Illustkation    10 


4 

4 
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An  inspection  of  the  balance  sheet,  Illustration  9,  reveals  immediately  the 
fact  that  little  can  be  known  of  Company  A's  strength  unless  one  has  complete 
information  concerning  the  wholly-owned  subsidiaries,  B  and  C.  For  this  reason, 
the  balance  sheet  of  a  holding  company  is  seldom,  if  ever,  of  value.  In  its  stead 
accountants  prepare  the  balance  sheet  of  the  consolidation  or,  as  it  is  usually  termed, 
the  Consolidated  Balance  Sheet  of  Company  A,  and  Subsidiary  Companies  B  and  C. 
To  prepare  this  statement,  one  first  prepares  consolidated  working  papers  from  the 
trial  balances  of  the  respective  companies  and  from  certain  additional  data.  In 
this  manner,  like  items  among  assets  (and  liabilities)  are  combined,  but  investments 
in  subsidiaries  owned  are  eliminated  against  the  capital  stock  and  surplus  accounts 
of  the  subsidiary  companies. 

In  Illustration  10  are  shown  the  working  papers  applicable  to  the  three  com- 
panies mentioned  at  the  date  of  acquisition  of  the  control,  and  in  Illustration  11  the 
consolidated  balance  sheet. 

COMPANY  A  AND  SUBSIDIARIES  B  AND  C 

Consolidated  Balance  Sheet 

December  31,  1932 


Assets 

fleSivahlos"  .•.•.■.•.■.■.*.*.'.'.■.'.   ■.S75;000 
Less  Reserve  for  Bad  Debts ^>Q^ 

Inventories 

Total  Current  Assets ct'^^'f^rJ^ 

Fi.xtures *  l/,uiAJ 

Plant  and' Equipment ^in'?J^I 

Buildings •     ^">"^^ 

§152,000 
Less  Depreciation  Reserve 43,000 

Land 

Total  Fixed  Assets 

Deferred  Charges 

Goodwill 

Total  Assets 

Liabilities  and  Capital 

Current  Payables 

Bonds  Payable 

Net  Worth: 

Capital  Stock 

Surplus 

Land  Appraisal  Surplus 

Total  Net  Worth 

Total  Liabilities  and  Capital 

Illustration  11 


$  27,000 
73,000 
80,000 


$180,000 


S109,000 

30,000 

139,000 
8,000 
8,700 

S335,700 

S  60,000 
75,000 

S190,700 
6,000 
4,000 

• 

200,700 

$335,700 
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Comments: 

Careful  study  should  be  made  of  the  three  balance  sheets,  Illustrations  G,  9, 
and  11. 

(1)  Almost  the  only  figure  that  remains  constant  is  the  net  worth. 

(2)  The  consolidated  balance  sheet,  Illustration  11,  yields  more  information 
than  is  obtainable  from  the  balance  sheet  of  the  holding  company.  Illustration  9. 

(3)  In  \'ie\v  of  the  adjustments  made  prior  to  the  merger  of  Companies  B  and  C 
with  Company  A,  the  asset  valuations  in  the  consolidated  statement,  Illustration  1 1, 
are  less  accurate  than  those  in  the  balance  sheet,  IllustrationG,  prepared  immediately 
after  the  merger.  This  situation  prevails  because  the  new  values  accepted  in  the 
merger  cannot  be  incorporated  into  the  records  of  the  subsidiary  eompanies  until 
Company  A,  through  its  stock  ownership,  formally  substitutes  directors  of  its  own 
choosing  for  those  serving  at  present.  Once  these  changes  are  introduced,  the 
details  of  the  consolidated  statement.  Illustration  11,  will  be  exactly  the  same  as 
those  appearing  on  the  merger  statement,  Illustration  6. 

(4)  It  should  be  noted  that  the  liabilities  of  the  merger,  as  given  in  Illustra- 
tion 6  are  exactly  those  of  the  consolidation,  Illustration  11. 

(5)  In  the  balance  sheet,  Illustration  11,  appears  goodwill  of  $8,700.^  It  will 
be  noticed  that  three  goodwill  values  appear  in  the  consolidated  working  papers 
and  that  this  balance  sheet  value  is  obtained  by  combining  the  w«:)rking-paper  values. 
An  alternative  balance  sheet  presentation  is  possible.  Among  the  assets  may  be 
exhibited  goodwill  of  $41,900  if  a  capital  surplus  of  $33,200  is  shown  in  the  net- 
worth  section.  The  author's  method  of  showing  only  the  net  amount  is  unques- 
tionably that  favored  by  most  accountants.  It  appears  to  be  a  more  conservative 
method.  It  is  true,  however,  that  the  more  conservative  method  is  not  always 
the  better  method.  If  one  buys  a  company  (or  a  controlling  interest  therein)  and 
pays  more  than  the  value  of  the  net  assets,  it  is  usually  assumed  that  a  payment  for 
goodwill  has  been  made.  But  if  the  buyer  pays  less  than  the  value  of  the  net  assets 
he  has  made  a  saving  of  the  difference  between  the  price  paid  and  the  value  of  the 
net  assets.  This  saving  is  referred  to,  particularly  in  the  case  of  a  holding  corpora- 
tion, as  negative  goodwilL  As  is  not  infrequently  the  case  in  recording  savings,  a 
saving  of  this  type  may  be  expressed  as  a  capital  surplus  item.  If  positive  goodwill 
appears  in  the  consolidated  working  papers,  the  negative  goodwill  may  (1)  be  used 
to  reduce  the  positive  goodwill  in  the  consolidated  balance  sheet  or  (2)  be  exhibited 
as  capital  surplus,  with  a  corresponding  increase  in  the  amount  of  exhibited  posi- 
tive goodwill  over  the  amount  shown  under  (1).  If  no  positive  goodwill  appears 
in  the  working  papers,  the  negative  goodwill  is  shown  in  the  consolidated  balance 
sheet  as  a  capital  surplus  item.  It  is  possible,  of  course,  that  the  negative  goodwill 
may  exceed  the  positive  goodwill  in  amount.  In  such  case,  the  same  alternatives 
prevail:  (1)  the  amounts  may  be  combined  and  the  difference  shown  as  capital 
surplus,  or  (2)  each  type  may  be  exhibited  separately.  As  is  indicated  in  Art.  16, 
the  balance  sheet  should  be  prepared  in  the  manner  that  most  adecjuately  reveals 
the  financial  facts  at  the  time  of  its  preparation. 
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QUESTIONS  AND  PROBLEMS 

Answers  and  solutions  to  the  following  questions  and  problems  are  now  to  be  prepared  by 
you  after  careful  study  of  the  foregoing  chapter.  Any  good  quality  of  paper  on  which  your  work 
will  appear  neat  and  legible  may  be  used. 

(1)  What  is  the  difference  between  a  merger  and  a  consolidation'^ 

(2)  What  constitutes  a  controlling  interest  in  a  corporation? 

(3)  Explain  why  some  alteration  of  book  values  is  usually  necessary  before  a 
merger  or  consolidation  can  take  place.     Illustrate  your  answer. 

(4)  What  is  the  difference  between  the  balance  sheet  of  a  holding  company 
and  a  consolidated  balance  sheet? 

(5)  What  is  ''negative  goodwill"  and  how  should  it  appear  on  a  consoHdated 
balance  sheet? 

(6)  The  Coasting  Company  was  organized  on  March  1,  19_,  with  an 
authorized  capital  of  1,000  shares  of  preferred  stock  of  $100  par  value  and  5,000 
shares  of  common  stock  without  par  value.  One  thousand  shares  of  the  common 
stock  were  issued  to  the  incorporators  for  $15,000  in  cash.  One-half  of  the  pre- 
ferred stock  was  subscribed  at  par  and  a  50-per-cent.  cash  payment  was  made  on 
the  subscription,  the  balance  to  be  paid  on  June  1. 

On  March  31,  the  Coasting  Company  agreed  to  purchase  the  assets  and  to 
assume  the  liabilities  of  the  Racing  Company.  The  balance  sheet  of  the  latter 
company  appeared  as  follows  on  that  date. 

RACING  COMPANY 

Balance  Sheet,  March  31,  19_ 


Assets 

Current 

Fixtnl 

Goodwill  and  Intangibles 


S  30,000 

100,000 

10,000 


$140,000 


Liabilities  and  Capital 

Liabilities 

Capital  Stock 

Surplus 


$  20,000 

100,000 

20,000 


$140,000 


The  agreement  between  the  two  companies  w^as  as  follows: 

(1)  The  Coasting  Company  shall  take  over  all  assets  and  liabihties 
except  the  goodwill  and  intangibles. 

(2)  Payment  shall  be  made  to  the  Racing  Company  in  3,000  shares 
of  common  stock  and  500  shares  of  preferred  stock,  the  latter 
at  a  premium  of  12  points. 

On  this  basis  the  exchange  was  made  on  April  1. 
You  are  asked  to  submit:     (1)  All  journal  entries  on  the  books  of  the  Coasting 
Company.     (2)  A  balance  sheet  of  the  Coasting  Company  as  of  April  1. 

Retain  your  answers  and  solutions  and  continue  with  the  study  of  the  next  chapter. 
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CITAPTEPi  ITI 

CONSOLIDATED   BALANCE   SHEETS   AT   ACQUISITION   DATE 

AND   AFTER   ACQUISITION    DATE 

16.  Consolidated  Balance  Sheet  at  Date  of  Acquisition. — As  has  already 
been  indicated,  the  consoHdated  balance  sheet  is  designed  to  reveal  the  combined 
financial  positions  of  the  parent  company  and  its  subsidiaries.  In  general,  two 
points  of  major  significance  present  themselves:  (1)  all  duplications  must  be 
eliminated  and  (2)  the  non-consolidated  interest  must  be  set  apart  by  itself.     The 

A,  B,  C,  AND  D 
Balance  Sheets 


A 

B 

c 

D 

Cash 

Other  Assets 

$SOO,0(M) 
100,(XX) 

-S  20,(MM) 
150,0(M) 

$  2o,0(X) 
280,000 

$  30.(XX3 
4(X),000 

$900,000 

$170,  OCX) 

$305,000 

$430,{XX) 

Liabilities 

%  20  0(X) 

$  55,000 

200,(XX) 

50,(XX) 

5^  70  000 

Capital  Stock 

Surplus 

$9(X);0(X) 

loO,(XX) 

4(K),(XX) 
40,(XX)* 

$900,000 

$170,000 

$305,000 

$430,(KX) 

♦Deficit. 


iLI.rSTRATION     12 


second  point  arises  if  any  subsidiary  company  is  not  one  hundred  per  cent,  owned 
by  the  holding  company.  Tf  the  holding  company  owns  (or  controls)  less  than  a 
controlling  interest  in  another  company,  that  company  is  not,  strictly  speaking,  a 
subsidiary  company  and  the  investment  of  the  holding  company  is  not  eliminated 
against  the  offsetting  net-worth  accounts  of  the  partly  owned  company.  Instejid, 
the  holding  company's  investment  is  carried,  usually  at  cost  price,  as  an  asset  on 
the  consolidated  balance  sheet. 

In  purchasing  an  interest  in  a  subsidiary  company,  the  holding  company  may 
pay  book  value,  less  than  book  value,  or  more  than  book  value.  The  subsidiary 
may  have  a  surplus,  or  a  deficit  or  neither  surplus  nor  deficit.  In  any  case,  the 
consolidated  working  papers  are  used  to  eliminate  that  part  of  the  investment 
(of  the  holding  company)  which  is  equal  to  the  book  value  (according  to  the  bf)oks 
of  the  subsidiary)  acquired  through  the  investment.  If  the  eliminated  book  value 
is  less  than  the  investment,  the  balance  is  carried  to  the  consolidated  balance  sheet 
column  as  positive  goodwill.     If,  on  the  other  hand,  the  eliminated  book  value 
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exceeds  the  investment,  the  excess  is  carried  as  negative  goodwill,  or  as  capital  sur- 
plus. Examples  will  be  used  to  clarify  these  statements.  Only  working  papers 
are  given  in  a  majority  of  the  cases.  It  should  be  understood  that  the  consoHdated 
balance  sheet  is  prepared  from  the  right-hand  column  of  the  working  papers.  The 
illustrative  working  papers  that  follow  are  based  on  the  balance  sheets  shown  in 
Illustration  12. 

The  procedures  in  cases  of  acquisitions  at  different  values  are  illustrated  in  the 
following  five  cases: 

Case  1:     Acquisitions  at  Book  Value. — 

Company  A  buys  a  100  per  cent,  interest  in  Company  B,  80  per  cent,  in 
Company  C,  and  90  per  cent,  in  Company  D. 

Case  2:     Acquisitions  at  Prices  Above  Book  Value. — 
Company  A  buys  interests: 

100  per  cent,  in  Company  B  for  $175,000 
80  per  cent,  in  Company  C  for  $220,000 
90  per  cent,  in  Company  D  for  $330,000 

Case  3:     Acquisitions  at  Prices  Below  Book  Value. — 
Company  A  buys  interests: 

100  per  cent,  in  Company  B  for  $135,000 
80  per  cent,  in  Company  C  for  $180,000 
90  per  cent,  in  Company  D  for  $300,000 

Case  4:     Acquisitions  at  More  than  Book  Value,  Less  than  Book  Value  and  Book 
Value. — 

Company  A  buys  interests: 

80  per  cent,  in  Company  B  for  $150,000 

90  per  cent,  in  Company  C  for  $200,000 

100  per  cent,  in  Company  D  for  $360,000 


Case  5. 


Company  A  Buys  Interests. — 

60  per  cent,  in  Company  B  for  $  80,000 
75  per  cent,  in  Company  C  for  $202,500 
25  per  cent,  in  Company  D  for  $100,000 

In  the  working  papers  which  follow  several  methods  of  eliminating  the  holding 
company's  interest  are  shown.     No  one  method  is  best  in  all  cases. 
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CASE  1.     CONSOLIDATED  WORKING  PAPERS 


Company 
A 

Company 
B 

Company 
C 

Company 
D 

Elimina- 
tions 

Consolidated 

Balance 

Sheet 

Ca.sh 

12(),(KX) 

20,(K)0 
150,(X)0 

25,000 
280,0(K) 

3(),0()() 

40(),(XX3 

. 

201,000 
930,000 

Other  Assets 

Investments: 

Stock  of  Company  B,  100%      . 

1(K),000 
150,000 
2(K),000 

•            • 

Eliminate 

Stock  of  Company  C,  80%  .      . 

• 

• 

• 

150,000 

•           •           • 

Eliminate 

80%  of  $200,000  .      .      . 
80%  of  $50,000  .... 

•           • 

• 

•                • 

160,000 
40,0(X) 

324  000 

•           •           • 

Stock  of  Company  D,  90%    . 
Eliminate 

90%  of  $300,000      .      .      . 

324,000 

• 

• 

. 

Deficit: 

Company  D 

Eliminate  90% 

• 

• 

40,(XX) 

36,000 

•           •           • 

Minority  Share  .... 

• 

■ 

• 

• 

4,000M 

9(X),0(X) 

170,(XX) 

305,(XK) 

470,000 

710,(M)0 

1,135,(XX) 

Liabilities      .... 

20,0(X) 
150,000 

55,000 

70,000 

•            • 

. 

1 45  (XXI 

Capital  Stock: 

Company  A 

Company  B 

900,000 

900,000 

Ehminate 

Company  C 

2(X),()(K) 

•            • 

1.5(),(X)0 

•           •           • 

Eliminate  80%    .      .      .      . 
Minority  Share      .... 

• 

• 

• 

160,000 

40,000A/ 

Company  D 

Eliminate  90%       .... 

• 

• 

• 

4(X),0()0 

360,(kx) 

Minority  Share  .... 
Surplus: 

Company  C 

• 

• 

•  • 

50,(XX) 

•  • 

• 

40,0003/ 

Eliminate  80%    .... 
Minority  Share      .... 

■ 

•            • 

• 

40,000 

lO.OOOM 

9(X),000 

170,(XX) 

305,000 

470,(XX) 

710,000 

1,135,000 

■ 

Illustration  13 


The  following  Schedule  of  Minority  Interests  is  prepared  from  data  shown  in 
Illustration  13,  Consolidated  Working  Papers  for  Case  1.  The  Consolidated 
Balance  Sheet  for  the  same  case  is  shown  in  Illustration  14. 


Schedule  of  Minority  Interests 

Total  Company  C 


Capital  Stock 
Surplus. 


$80,000 
.     6, (XX) 


$86,000 


$40,000 
10,(XX) 

$50,000 


Company  D 

$40,000 
4,000* 


$36,000 


♦Deficit. 


AT  AND   AFTER  ACQUISITION   DATE 


49 


COMPANY  A  AND  SUBSIDIARY  COMPANIES  B,  C,  AND  D 

Consolidated  Balance  Sheet 


Assets 


Cash  .      .      . 
Other  Assets 


$    201,000 
930,000 


$1,131,000 


Liiabilities  and  Capital 

Liabilities 

Minority  Interest 

(See  Schedule) 
Capital  Stock    .... 


Illustration  14 


S    145,000 
86,000 


900,000 


$1,131,000 


CASE  2.     CONSOLIDATED  WORKING  PAPERS 


Company 
A 

Company 
B 

Company 

Company 
D 

Elimina- 
tions 

Consolidated 

Balance 

Sheet 

Cash 

Other  Assets 

Investments: 

Stock  of  Company  B,  100^:0      • 
Eliminate 

75,000 
100,000 

175,000 

20,000 
150,000 

25,000 
280,000 

30,000 
400,000 

•               « 

150,000 
930,000 

• 

. 

• 

150,000 

25,0000 

vjOOUvVlli        .•..•• 

Stock  of  Company  C,  80%     . 
Eliminate: 

ROC/  of  <fl;900  000 

220,000 

• 

•           • 

• 

160,000 
40,000 

•           •           • 

80%  of  $50,000     .      .      . 

• 

• 

• 

•           •           ■ 

26.0000 

Stock  of  Company  D,  90%    . 
Eliminate 

Qn<v    of  •i!;360  000 

330,000 

• 

• 

•           • 

•            • 

324,000 

• 

Goodwill 

Deficit: 

. 

40,000 

6,600G 

i^ompany  u 

Eliminate  90%    .... 

• 

• 

■ 

36,000 

4,0003/ 

■           • 

900,000 

170,000 

305,000 

470,000 

710,000 

1,135,000 

T.iq  Kilitios                 

20,000 
150,000 

55,000 

70,000 

•           • 

. 

145,000 

Capital  Stock: 

Company  A 

Company  B 

Eliminate 

900,000 

900,000 

200,000 

. 

150,000 

•           •           • 

v^OIIl[>tlIl>    v>'      .         .         .         .         •         • 

Elhninate80%    .... 

. 

• 

• 

160,000 

40,0003/ 

Company  D 

P'liminqtc  QOC> 

. 

. 

• 

400,000 

360,000 

•           •           • 

Minority  Interest     . 
Surplus: 

• 

• 

50,000 

• 

40,0003/ 

•           •           • 

V-^ornptiiiv  v^    .      .      -      .      -      • 
Eliminate  807o    .... 

Minoritv  Tntprpst 

. 

• 

• 

40,000 

10,0003/ 

900,000 

170,000 

305,000 

470,000 

710,000 

1.135,000 

Illustration  15 
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L  The  eliminations  in  Cases  1,  2,  and  3,  Illustrations  13,  15,  and  16,  are 
identical  in  amount.  It  should  be  understood  that  the  net  worth  ac(iuired  (and 
hence,  to  be  eliminated)  depends  not  on  the  price  paid  but  on  the  number  of  shares 
bought. 

2.  The  dollar  sip;n  ($)  seldom  appears  in  working  papers  because  the  ruling 
of  the  analysis  sheet  is  indicative  of  a  dollars  and  cents  presentation. 

3.  For  Cases  3  and  4,  the  working  papers,  Illustrations  10  and  17,  are  confined 
to  the  investment  and  net  worth  items. 

4.  The  working  papers  for  Case  5  are  shown  in  Illustration  18. 

CASE  3.     CONSOLIDATED  WORKING  PAPEIiS  (PARTIAL) 


Company 
A 

Company 
H 

Company 
C 

Company 
D 

Elimina- 
tions 

Consolidated 

Balance 

Sheet 

Investments: 
Stock  of  Company  B,  100% 

135,000 

•           • 

PJiminate 

Goodwill 

• 

• 

ir)0,o(X) 

lo  000*G 

Stock  of  Company  C,  80%     . 
Eliminate: 

80%  of  $200,000       .      .      . 

180,000 

• 

• 

100,000 
40,tKX) 

*           •           • 

80%  of  $50,000     .      .      . 
Goodwill 

• 

• 

• 

20,000*G 

•            •            • 

Stock  of  Company  D,  90%     . 
Eliminate: 

90%  of  $360,000      .      .      . 

3(K),0(M) 

• 

■ 

324,000 

Goodwill 

900,000 

1.50, (MK) 

24,000*^ 

674, (XX) 

Capital  Stock: 

Company  A 

Com  pan  V  B 

900,000 

Eliminate 

Company  C 

• 

2(X),600 

• 

15(),(XX) 

. 

Eliminate  80%    .... 
Minority  Share      .... 

• 

• 

•              • 

160,000 

40,000M 

Company  D 

Eliminate  90% 

• 

• 

4(M),(KK) 

360,000 

Minority  Share   .... 
Surplus: 
Company  C 

• 

• 

•            • 

50,0(K) 

• 

40,0003/ 

Eliminate  80%    .... 
Minority  Share       .... 

• 

• 

• 

40,000 

10,0003/' 

Company  D,  Deficit     . 

Ehmiriate  90% 

• 

• 

• 

40,000t 

36,000t 

Minority  Share   .      . 

4,0(X)t3/ 

674,000 

♦Negative  Goodwill. 


tDeficit. 


Illustration  16 


AT   AND   AFTER   ACQUISITION   DATE 
CASE  4.     CONSOLIDATED  WORKING  PAPERS  (PARTIAL) 
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c/ 


Investments: 

Stock  of  Company  B,  80/0 
Eliminate: 

80%  of  $150,000  .      . 
Goodwill      .... 
Stock  of  Company  C,  90% 
Ehminate: 
90%,  of  $2(X),(XX)      . 


Company 
A 


90%  of  $50,000 


Goodwill 

Stock  of  Company  D,  lOO^c 

Eliminate 


Capital  Stock: 
Company  A. 
Company  B    .      .      . 

Ehminate  80%o    • 

Minority  Share 
Company  C  .     . 

Ehminate  90%. 

Minority  Share   . 
Company  D    .      .      . 

Eliminate  100%. 
Surplus: 

Company  C    .      . 

Eliminate  90%,    • 

Minority  Share 
Company  D,  Deficit 

Eliminate  100%o 


150,000 


200,000 


360,000 


900,000 


Company 
B 


Company 
C 


150,000 


Company 
D 


Elimina- 
tions 


200,000 


50,000 


120,000 


180,000 
45,000 


360,000 


705,000 


Consolidated 

Balance 

Sheet 


30,000G 


25,000*(? 


120,000 


400,000 


40,000t 


180,000 


400,000 


45,000 
40,0001 


705,000 


900,000 
30,0003/ 
20,0003/ 


5,0003/ 


♦Negative  Goodwill. 


tDeficit. 


Illustration  17 


l^he  Consolidated  Balance  Sheet  prepared  from  data  in  Illustration  18  is 
shown  in  Illustration  19.     The  Schedule  of  Minority  Interests  is  as  follows: 


Capital  Stock 
Surplus 


Schedule  of  Minority  Interests 

Total  Company  B 

.      .      .    $110,000  $60,000 

.      .  12,500 


Company  C 

$50,000 
12,500 


$122,500 


$60,000 


$62,500 


Cormnent:  In  the  balance  sheet,  Illustration  19,  the  $10,000  of  negative  good- 
will on  the  consolidated  working  papers  is  shown  as  Capital  Surplus.  The  balance 
sheet  may  be  altered  by  showing  only  $5,000  of  Goodwill  and  eliminating  the 
$10,000  of  Capital  Surplus.  Many  accountants  would  advise  this  on  the  ground 
that  it  is  ''more  conservative."     There  seems  to  be,  however,  a  growing  belief 
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among  leading  accountants  that  conservatism  alone  is  poor  ground  on  which  to  base 
many  practices  that  have  been  upheld  in  the  past.  If  SL5,000  is  the  proper 
value  of  the  goodwill  acquired  through  the  purchase  of  stock  in  Company  C,  it 
should  be  shown.  It  is  quite  possible  that  Company  A  made  a  fortunate  deal'  in 
acquirmg  Company  B  stock  at  less  than  book  value.     In  such  case,  the  $10,000 

CASE  5.     CONSOLIDATED  WORKING  PAPERS 


Cash 

Other  Assets        .... 
Investments: 

Stock  of  Companj^  B,  60% 
Eliminate: 
60%  of  $150,000.      . 
Stock  of  Company  C,  75% 
Ehminate: 

75%  of  $200,000.      . 
75%  of  150,000      .      . 

Goodwill 

Stock  of  Company  D,  25% 


Liabilities. 
Capital  Stock: 
Company  A  .     .     . 
Company  B     . 
Eliminate  00%     . 
Minority  Interest 
Company  C  . 
Ehminate  75%. 
Minority  Interest 
Surplus: 

Company  C 

Eliminate  75%     . 
Minority  Interest 


Company 
A 


417,5(K) 
100,000 

80,000 
202,500 


Company 


20,rKK) 
150,000 


Company 


25,(MK) 
280,000 


Elimina- 
tions 


Consolidatod 

Balance 

Sheet 


1(X),(XX) 


900,000 


90,000 


4()2,500 
530,000 


io,ooo*(; 


170,0(X) 


305,000 


900,000 


20,(XX) 


150,(KX) 


150,000 
37,500 


277,500 


•  • 


55,000 


♦Negative  Goodwill. 


900,{K)0 


2(J0,0(X) 


50,(XK) 


15,0000 
1{X),000 

1,097,500 


90,0(X) 


150,0(X) 


170,(K)0     305,(KX) 


37,500 


277,500 


75,000 
900,000 

•  •  • 

60,()003/ 

d6,o6om 

12,500iv/ 


1,097,500 


Illustration  18 


COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 
Consolidated  Balance  Sheet 


Assets 


Cash  . 
Other  Assets 
Investments . 
Goodwill    . 


462,500 

530,000 

100,(XK) 

15,000 


$1,107,500 


r 


Liabilities  arul  Cairital 

Liabilities 

Minority  Interest 

(Se(^  Schedule) 
Cai)ital  Stock     .... 
Capital  Surplus    .... 


Illustration   19 


$   75,000 
122,500 

9(X),(XX) 
10,000 


$1,107,500 


AT   AND   AFTER   ACQUISITION   DATE 
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'benefit"  should  not  be  offset  against  goodwill  but  should  appear  as  shown  in  the 
balance  sheet,  Illustration  19.  It  is  the  accountant's  first  duty  to  prepare  state- 
ments and  reports  that  reflect  the  actual  facts. 

17.  Consolidated  Balance  Sheet  After  Date  of  Acquisition— Investment 
Carried  at  Cost.— It  has  been  pointed  out  that  the  preparation  of  consolidated  work- 
ing papers  at  the  date  the  holding  company  acquires  its  interest  in  the  subsidiary 
company  requires  the  eliminating  of  that  part  of  the  suhsidiari/s  net  worth  which  is 
acquired  by  the  holding  company.  In  preparing  subsequent  working  papers,  either 
of  two  procedures  may  be  followed.  If  the  holding  company  continues  to  carr>^  its 
investment  at  cost,  the  elimination  is  always  the  same  as  that  made  in  the  original 
instance,  at  date  of  acquisition.  If  the  holding  company  takes  up  periodically  its 
share  of  the  subsidiary's  losses  and  gains,  the  elimination  will  be  based,  not  on  the 
book  values  existing  at  date  of  acquisition,  but  on  the  book  value  of  the  subsidiary 
on  the  date  of  the  preparation  of  the  consolidated  balance  sheet. 

In  the  illustrations  that  follow  it  is  assumed  that  the  holding  company,  Com- 
pany A,  continues  its  investments  at  c6st.  These  working  papers  are  based  on 
Case  5  in  the  preceding  article.  One  year  after  the  acquisition  of  the  holding 
company's  interests,  the  balance  sheets  of  Companies  A,  B,  and  C  appear  as  in 
Illustration  20. 

A,  B,  AND  C 
Balance  Sheets 


Cash 

Other  Assets  .      . 
Dividends  Receivable . 
U.  S.  Securities  .      .      .      . 
Investment  in  Company  B 
Investment  in  Company  C. 
Investment  in  Company  D 

Liabilities 

Dividends  Payable 
Capital  Stock      .      .      .      . 
Surplus 


Company  A 


S  94,000 
105,000 

32,000 
350,000 

80,000 
202,500 
100,000 


$963,500 


$  15,000 

900,000 

48,500 


Company  B 


$   45,000 
160,000 


$205,000 


$963,500 


$  25,000 

150,000 
30,000 


$205,000 


Company  C 


$  65,000 
255,000 


$320,000 


$  50,000 

40,000 

200,000 

30,000 


$320,000 


Illustration  20 

On  December  15,  Company  D  declared  a  2-per-cent.  dividend,  payable  January 
10  to  stockholders  of  record  December  31. 

On  the  same  day  Company  C  declared  a  20-per-cent.  dividend,  payable  January 
5  to  stockholders  of  record  December  24. 

The  consolidated  working  papers  are  shown  in  Illustration  21,  and  the  Con- 
solidated Balance  Sheet  in  Illustration  22. 
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AT  AND   AFTER  ACQUISITION   DATE 
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P 
I 


If 


COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  Working  Papers 

December  31,  19 — 


Ca.sh 

Other  Assets  . 
Dividends  Receivable. 

Eliminate 

U.  S.  Securities 
Investments: 

Stock  of  Company  H,  G0% 

l^liminate  Book  Value  Acquired 
(K)%  of  $150,000    .      .      .        ' 
Goodwill       .      . 

Stock  of  Companv  C,  75%* 

Eliminate  Book  Value  Acquired 
75%  of  $250,000     .      .      .       ' 
Stock  of  Company  D,  25%    . 


Conipany    Company    Company 


B 


94,0(K) 

1()5.()(M) 

32,(K)() 


45.(M)<) 
IbO.OOO 


()5,(M)() 
255,000 


Elimina- 
tions 


Consolidated 
Balance 

Sheet 


35(),(K)0 
N0,0(X) 


30,000 


Lial)ilities 

Dividends  Payal)le      .      .      . 

Eliminate 

Capital  Stock: 

Company  A 

Com{)any  B     . 
P:iiminate  60% 
Minority  Interest  40% 
Companv  C  , 

Eliminate  75%.      .   * 
Minority  Interest  25%  . 
Surplus: 

Company  A     .      .      .      . 

Company  B 

Minority  Interest  40% 
Consolidate     .... 
Company  C     .      .      .      . 
Eliminate 

75%,  of  $50,000      . 
Minority  Interest  25% 
Consolidate     . 


202,500 
100,000 


204,000 
520,00(J 


90,000 


2,000 
350,000 


963,500 


15,(KK) 


205,000 


320,000 


900,0(X) 


25,CX)0 


150,0{X) 


50,()()() 
40,(X)() 


187,500 
307,500 


10,000*G 


15,000<7 
100,000 


1,181,000 


30,000 


48,500 


200,000 


30,000 


90,000 
150,{XX) 


90,(KX) 
10,0(X)' 
9(X),(XX) 

•  •  • 

60,(X)0.V/ 


30,000 


9()3,5(M) 


205,()(X) 


^Negative  Goodwill. 


50,(K)0M 
48,500*S' 


37,500 


320,000 


12,000iV/ 
18,000*S 


7,5(X)A/ 
15,(XX)t.S 


307,500 


1,181,000 


tDeficit. 

IlLCSTK  \TIO\'    21 


Comments: 

(1)  Note  the  alternative  sho^ving  of  the  minority  interests. 

(2)  Note  that  intercompany  (hvidends  receivable  and  payable  do  not  appear 

balance  sheet,  which  is  to  exhibit  the  position  of  the  conso!,/afe.l  interests  as  ch.tinct 
from  all  other  interests.     The  fact  should  be  recognized  that  the  payment  of  a 


1 


COxMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 
Consolidated  Balance  Sheet 


Assets 

Cash 

Other  Assets    . 
Dividends  Receival^le 
U.  S.  Securities 
Investments. 
Goodwill     .      .      .      . 


204,000 
520,000 
2,000 
350,000 
100,000 
15,000 


$1,191,000 


Liabilities  and  Capital 

Other  Liabilities 

Dividends  Payable    .... 

Minoritv  Interests: 

Company  B   .      .      .      $72,000 
Company  C      .      .     ,       57,500 

Capital  Stock 

Surplus: 

Capital $10,000 

Earned     ....        51,500 


$      90,000 
10,(X)<J 


129,500 
900;000 

61,500 


$1,191,000 


Illustration  22 


S40,000  dividend  by  Company  C  will  remove  only  $10,000  in  cash  from  the  con- 
solid  ation. 

(3)     The  consolidated  earned  surplus  may  be  exhibited  as  follows: 


Balance  Jan.  1,  Company  C  . 
Net  Profit  per  Books: 

Company  A     .      .      .      . 

Company  B 

Company  C     .      .      .      . 


Total 

Purchased  Surplus,  Co.  C 


Earnings 
$  50,000 

48,500 
30,000 
20,000 

Company  A's 
Share 

S  37,500 

48,500 
18,000 
15,000 

$119,000 
37,500 

$  81,500 
30,000 

$  51,500 

Minority 

Share 

$12,500 

12,000 
5,000 

$148,500 
37,500 

$29,500 

$111,000 
40,000 

$29,500 
10,000 

$  71,000 

$19,500 

Balance 

Dividend  Declared,  Co.  C 

Balance,  December  31 


If  one  or  more  of  the  subsidiary  companies  sustains  a  loss  during  the  year,  no 
change  occurs  in  the  principles  upon  which  the  accountant  bases  his  elimination  of 
the  investment  accounts  against  the  subsidiaries'  net-worth  accounts.  The 
following  illustration  is  based  on  the  same  balance  sheets  of  Companies  A,  B, 
and  C  as  the  foregoing,  except  that  Company  B's  balance  sheet  is  assumed  to 
show:  Cash  $15,000;  Other  Assets  $145,000;  and  Deficit  $15,000.  The  working 
paper  eliminations  for  the  investment  in  Company  B  would  appear  as  in 
Illustration  23. 

None  of  the  deficit  is  ehminated  because  Company  B  had  neither  surplus  nor 
deficit  at  the  date  at  which  Company  A  acquired  its  interest. 
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CONSOLIDATED   BALANCE   SHEETS 


CONSOLIDATED  WORKING  PAPERS 


Investment  in  Company  1^,  00^ 

Eliminate  00%  of  .^150,000  book  value 


Capital  Stock: 

Companv  B       ,      .      .      . 
Eliminate  60%      .      . 
Minority  Interest  40%, 


Surplus : 

Company  B,  Deficit.     . 
Minority  Interest  40% 
Consolidate 


Company 
A 


80,000 


Company 
B 


Elimina- 
tions 


150,000 


Consolidated 
Haliinre 

Sheet 


90,000 


90,000 


♦Negative  Goodwill. 


tDeficit. 


15,000t 


10,000*(7 


•  • 


60,000.1/ 


9,000t*S' 


Illustration  23 


COMPANIES  H,  X,  AND  Y 
Consolidated  Working  Papers 


Company 

Company 

Company 

Elimina- 
tions 

Con- 

folidated 
lialance 

Sheet 

Investment  in  Company  X,  80%     .... 

120,000 

Eliminate 

80%  of  Capital  Stock 

Surplus 

• 

80,000 
40,000 

168,000 

•              •              • 
•              •              • 

Investment  in  Company  Y,  70%  .... 
Eliminate  Book  Value  Acquired  .'.*.'. 

ia8,ooo 

• 

•        • 

•              • 
•              •              • 

•               • 

100,CX)() 

•        •        • 
•        ■ 

•              • 

288,000 

Capital  Stock: 

Comparn'  X 

Eliminate  80%     .      .      .      .'.'.*.' 

80,000 
210,000 

40,000 

•           • 

26,O0iOi1/ 
90,0003/ 

•           •           • 

Companv  Y     .      .      . 

Eliminate  70%     .      .      .      .'.'.'.' 

•                • 

• 

300,  (XJO 

Surplus: 

Company  X 

Eliminate  Acquired  80' ;  of  $50,000 ' 

• 

20,000 

•            •            • 

•            • 

Mmority,  'iO'o  of  $20,(KX) 

Consolidate  Company  11  s  share  of  $30,(KK) 
loss 

• 

•            • 

•            •            • 

•            • 

4,0003/ 
24,000*5 

•           •           • 

30,6oO*i\/ 

28,000*6' 

Company  Y,  Deficit 

Eliminate  Acciuirod  70^;'  of  $()0,0(X)  Deficit 
Minority,  30So  of  SIOO.OOO     .... 
Consolidate  Company  IPs  share  of  $40,000 
Loss 

•               • 

100,000* 

•           •           • 

42,000* 

"             •             • 

• 

288.000 

*nofi«-i> 

i 


Illustration  24 


AT  AND  AFTER  ACQUISITION  DATE  87 

The  followins  will  serve  to  illustrate  the  working-paper  eliminations  following 
losses  by  the  subsidiary,  if  (1)  a  surplus  and  (2)  a  deficit  existed  at  date  of  the 
acquiring  of  the  parent  company's  interest :  On  July  1 ,  1932,  Company  H  acquired 
at  book  value  an  80-per-cent.  interest  in  Company  X  and  a  70-per-cent.  mterest 
in  Company  Y.     At  that  date,  the  balance  sheets  of  the  subsidiary  companies 

revealed ; 

Company  X  Compakt  Y 

Capital  Stock «00,000  $300,000 

|FP'"« ^"'"^  60,000 

Deficit ; 

Net  Worth $15Q>00Q  ^^40,000 

During  the  year,  Company  X  lost  S30,000  and  Company  Y  lost  $40,000. 

In  Illustration  24  are  shown  consoUdated  working  papers  setting  forth  the 
situation  on  June  30,  1933,  it  being  assumed  that  no  dividends  have  been 
declared. 

18.  Consolidated  Balance  Sheet  After  Date  of  Acquisition— Investment 
Adjusted  for  Losses  and  Gains.— The  holding  company's  investment  in  the  stock 
of  its  subsidiary  represents  a  definite  percentage  of  the  net  worth  of  the  subsidiary. 
If,  for  example,  the  holding  company  owns  80  per  cent,  of  the  stock  of  the  subsidiary, 
it 'follows  that  the  holding  company  is  entitled  to  80  per  cent,  of  the  subsidiary's 
profits  and  will  receive  this  percentage  of  the  subsidiary's  dividends.  Since  losses 
are  negative  profits,  it  follows  that  the  holding  company  will  sustain  80  per  cent, 
of  the  subsidiary's  losses. 

It  is  wholly  unlikely  that  the  net  worth  of  the  subsidiary  will  long  approximate 
that  existing  at  the  date  of  the  holding  company's  acquiring  an  interest.  Few 
corporations  stand  still  financially;  they  must  go  either  forward  or  backward. 
Few  corporations  pay  out  in  dividends  the  entire  earnings  of  each  year. 

From  these  facts,  one  may  surmise  that  the  actual  value  of  the  holding  com- 
pany's interest  in  the  subsidiary  will  fluctuate  with  the  fortunes  of  the  subsidiary. 
The  subsidiary's  earnings  increase  the  value  of  the  holding  company's  investment 
because  the  existence  of  earnings  probably  foretells  the  payment  of  dividends. 
The  receipt  of  a  dividend,  on  the  contrary,  lessens  the  value  of  the  investment 
because  the  fact  that  the  dividend  has  been  paid  converts  a  part  of  the  investment 
into  cash  of  the  holding  company.     Losses  of  the  subsidiary,  like  dividends,  lessen 
the  value  of  the  investment,  but,  unlike  dividends,  result  in  no  conversion  into  cash. 
The  original  cost  of  the  investment  may  be  valuable  for  historical  purposes  but  it  is 
seldom  a  measure  of  the  current  value  of  the  investment  from  year  to  year.     The 
value  of  the  investment  is  best  determined  by  taking,  at  any  given  balance  sheet 
date,  the  holding  company's  percentage  of  the  net  worth  as  revealed  by  the  books  of 
the  subsidiary. 

In    order    that    the    investment    account    of    the    holding    Company    H 
may   record   the   fluctuations   in   the   value   of   the   investment,   the   following 
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entries  are  made  annually  (or  more  frequently)   as  the  subsidiaries  deterniincs 
profits  or  losses  and  declare  dividends. 

Invostmont  in  Stock  of  Company  S     .      .      .     $16,000 

Trofit  and  Loss  from  Suhsidiarios    .      .  '  «|f)  qaq 

To  take  up  S()-p(>r-c('nt.  share  of 
Company  S's  $2(),(K)0  profit. 

Profit  and  Loss  from  Subsidiaries  ....        17000 

Investment  in  Stoek  of  ('ompanv  X     .  '  17  000 

To  take  up  85-per-oent.  share  of 
Company  X's  .$20,(KX)  loss. 

DiviflfMids  Receivable 12  0{X) 

Investment  in  Stock  of  Company's   *  .  '         "'  12  000 

For  (\)mpany  H's  sluire  of  $15,000 
dividend  declared  today  by  Comi)any 
o. 

^^\  •    /    •    ••  o-    , io»f>f>o 

Investment  in  Stock  of  Comr)anv  Y  in  mo 

For   1(X)  per   cent,    of    the^lividend'  ' 

d(>clared  and  i)aid  today  by  Company 

X  • 

Illustrative  Case: 

The  followino;  illustrative  case  is  based  on  the  balance  sheets  and  other  data 
given  at  the  be-innin-  of  Art.  17.  The  balance  sheet  of  Company  A,  the  parent 
company,  as  shown  in  Illustration  25,  is  prepared  just  prior  to  the  takin-  up  of  the 
holdmg  company's  shares  of  the  subsidiaries'  gain.  The  value  of  the  investment 
m  the  Stock  of  Company  C  has  been  reduced  for  Company  A's  share  of  dividends 
declared  by  Company  C  payable  January  5. 


COMPANY  A 

Balance  Shp:et 

December  31,  19 — 


Assets 

Cash 

Other  Assets    . 

Dividends  Ue('eival)lc   . 

U.  S.  Securities 

Investments: 

Stock  of  C'ompany  B 
Stock  of  Company  C 
Stock  of  Company  D 


$  94,000 

ior),()oo 

.T2,(XK) 
350,000 

80,000 
1 72,r)(K) 
100,000 


Liahilidt.s  and  ('(ipiUil 

Lial)i]ities 

Capital  Stock 

Sur|)his 


.S933,r)(K) 


I 


$  15,000 

900,0{X) 

18,500 


S933,500 


Illustration  25 


1 


When  Company  A  learns  the  results  of  the  year's  operations  of  Companies  B 
and  C,  the  statement  shown  in  Illustration  25  will  be  adjusted  by  the  following 
entries.  It  is  likely  that  Company  A's  books  will  be  held  open  for  the  purpose  of 
receiving  these  adjustments. 


/ 


, 


^ 


AT   AND   AFTER   ACQUISITION   DATE 

Investment  in  Company  B $18,000 

Investment  in  Company  C 15,000 

Income  from  Subsidiaries 

To  take  up  Company  A's  60  per  cent. 

of   $30,0(K)    profit   of    Company    B 

and  75   per  cent,  of  $20,000  profit 

of  Company  C. 

Income  from  Subsidiaries $33,000 

Profit  and  Loss 

To  close. 

COMPANIES  A,  B,  AND  C 

Consolidated  Working  Papers 
December  31,  19 — 
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$33,000 


$33,000 


Liabilities 

Dividends  Payable  . 

Eliminate  .... 
Capital  Stock: 

Company  A     .      .      .      . 
Company  B  .      .      .      . 
Eliminate  60%. 
Minority  Interest  40% 
Comj)any  C     .      .      .      . 
Eliminate  75%     . 
IMinority  Interest  25% 
Surplus: 

Com{)any  A  . 
Company  B     .      . 
Eliminate  60*^0     • 
Minority  Interest  40% 
Company  C  . 
Eliminate  75%  . 
Minority  Interest  25% 


♦Negative  Goodwill. 


C:ash 

Other  Assets 

Dividends  Receivable  . 

Eliminate 

U.  S.  Securities       .... 
Investments: 

Stock  of  Company  B,  00%  . 
Eliminate: 

60' ;  of  $150,000  Stock 
60'  c  of  $30,000  Surplus 

Goodwill 

Stock  of  Company  C,  75%  . 
Eliminate: 

75' ;  of  $200,000  Stock 
75%  of  $30,000  Surplus 

Goodwill 

Stock  of  Company  D,  25%  . 


Company 
A 


94,000 

105,000 

32,000 


350,000 
98,000 


187,500 


100,000 


96(),5(K) 


15,000 


Company 
B 


45,000 
160,000 


205,000 


Company 
C 


05,000 
255,000 


320,000 


900,000 


51,500 


966,500 


25,000 


150,000 


30,000 


205,000 


50,000 
40,000 


Elimina- 
tions 


30,000 


90,000 
18,000 


150,000 
22,500 


310,500 


30,000 


200,000 


30,000 


320,000 


90,000 
150,000 


Conpolidated 

Balance 

Sheet 


204,000 
520,000 


2,000 
350,000 


10,000*G 


15,0006^ 
100,000 


1,181,000 


90,000 

io,o6o 

900,000 


18,000 
22,500 


310,500 


60,0003/ 

50,0O0M 
51,5005 

12,0003/ 

7,5003/ 


1,181,000 


T 


T 


Illustration  26 


GO 


CONSOLIDATED  BALANCE  SHEETS 


The  balance  sheets  of  the  three  companies  may  now  be  used  as  a  basis  for 
preparing  consolidated  working  papers,  as  shown  in  Illustration  2G.  Because  the 
holding  company  has  taken  up  its  share  of  the  subsidiaries'  profits,  eliminations  are 
based  on  the  book  values,  not  as  of  date  of  acquisition,  but  as  of  the  current  balance 
sheets  of  the  subsidiaries. 

COMPANIES  H,  X,  AND  Y 
Consolidated  Working  Papers 


Investment  in  Company  X,  80% 
Eliminate: 

80%  of  $100,000  Stock    .      . 
80%  of  $20,000  Surplus      . 


Investment  in  Company  Y,  70% 
Eliminate: 

70%  of  $300,000  Stock. 

7o 


70%,  of  $100,000  Deficit 


Capital  Stock: 

Companv  X      .      .      .      . 

Eliminate  80%      .      . 

Minority  Interest  20%. 
Companv  Y  .      .      .      . 

Eliminate  70%  .      .      . 

Minority  Interest  30% 
Surplus: 

Company  X      ,      .      .      . 

Eliminate  80% 

Minority  Interest  20%. 
Company  Y,  Deficit 

Eliminate  70%  . 

Minority  Interest  30% 
Company  H,  Deficit    . 


♦Deficit. 


Coinpiuiy 
U 


9(),000 


140,000 


Company 
X 


Company 
Y 


Elimina- 
tions 


100,(X)0 


80,000 
1(),(K)0 


210,  (KM) 
70,000* 


23(),()(K) 


Con- 

polidutcd 

Balance 

Sheet 


52,000* 


20,000 


3(X),(KK) 


80,000 


100,000^ 


210,000 


10,000 


70,000^ 


23(),0(X) 


20,000.U 
00,(M)O.U 


4,0(X)3/ 


30,()(K)*A/ 
52,000*^^ 


Illustration-  27 


^       ^ 


AT  AND   AFTER  ACQUISITION   DATE 

Investment  in  Stock  of  Company  Y 
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July  1,  Ca^h $168,000 


June  30,  Loss S28,000 


The  net  worth  and  investment  ehminations  are  shown  in  the  consohdated 
working  papers,  Illustration  27. 


(;.• 


■*  t 


As  another  illustration,  consider  the  case  of  Companies  II,  X,  and  Y,  discussed 
in  connection  with  Illustration  24  in  Art.  17. 

If  Company  II  carried  its  investments  at  ''current  value*'  instead  of  continuing 
them  at  cost  value,  the  investment  accounts  would  appear: 

Investment  in  Stock  of  Company  X 


July  1,  Cash $120,000 


June  30,  Loss $24,000 
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AT   AND   AFTER   ACQUISITION    DATE 
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I 


PROBLEMS 

Solutions  to  tho  following  prohlcms  arc  now  to  bo  prepared  by  you  after  careful  study  of 
le  Ibk  ma'"L'usGd'''''  ^'"''"^  '^''''^'^^'  ""^  ^''^^''^''  """  ''^^"''^'  ''"''''  ''''"*^  ''''"  ''^'^'^''''  "''''^  "^'"^ 

(1)  Company  A  purchases  90  per  cent,  of  the  stock  of  Company  X  and  100 
per  cent,  of  the  stock  of  Company  Y.  The  following  balance  sheets  indicate  the 
condition  of  each  company  on  the  date  of  acquisition. 

COMPANIES  A,  X,  AND  Y 

Balance  Siip:ets 


Investment  in  Company  X, 
Investment  in  Company  Y 
Current  Assets     . 
Fixed  Assets      .... 

Current  Liabilities     .      .      . 
P^ixed  Liabilities 

Capital  Stock 

Surplus 


Company  A 

$480,000 

1,SO,(K)0 

200,000 

79,770 


$939,770 


Coin  pa  ny  X 


$51.'),G42 
195,2G<S 


$159,310 

700,(XK) 
80,4()0 


$710,910 


$170,752 

20,()(K) 

4(X),0(M) 

120,15S 


Company  Y 


$  44,936 
159,264 


$204,200 


$939,770 


$710,910 


$  30,996 

150,000 
23,204 


$204, 2(X) 


Prepare  a  consolidated  balance  sheet. 

(2)  On  January  1,  19_,  the  Adams  Corporation  purchased  all  of  the  capital 
stock  of  the  Brown  (\3mpany  at  $175  per  share  and  the  entire  capital  stock  of  the 
Cable  Company  at  180  per  share. 

From  the  following  balance  sheets,  representing  the  condition  of  the  three 
companies  on  June  30,  of  the  same  year,  prepare  a  consolidated  balance  sheet. 
Assume  that  the  Adams  Corporation  will  take  up  its  share  of  the  subsidiaries' 
gains  before  the  consolidated  statement  is  prepared. 


BROWN  COMPANY 

Balance  Sheet 


Property  . 
Current  Assets 


$650,000 
60,000 


$710,000 


Current  Liabilities. 

Capital  Stock 

Surplus,  January  1. 
Undivided  Profits  for  half  year 


$  10,000 
400,000 
200,000 
100,000 


$710,000 


CABLE  COMPANY 

Balance  Sheet 


\|  W       Property  (as  appraised  January  1, 

^'  19—) 

Current  Assets 


$1,130,000 
180,000 


$1,310,000 


Current  Liabilities. 

Capital  Stock 

Surplus,  January  1. 
Undivided  Profits  for  half  year 


$    240,000 

1,000,000 

30,000 

40,000 


$1,310,000 


Look  over  your  answers  and  solutions  to  the  questions  and  problems  following  Chapters  II 
and  III  and  immediately  send  them  to  the  Schools  for  correction. 


-.t 


> 


Property 

Stock  of  Subsidiary  Companies 
Current  Assets 


ADAMS  CORPORA^riON 
Balance  Sheet 


$    SoO.OOO 

i,r)Oo,o(X) 

700,000 


$3,050,000 


Current  Liabilities. 

Capital  Stock 

Surplus,  January  1 .  .      . 

Undivided  Profits  for  half  year 


$    150,0(K) 

2,250,000 

525,  (KK) 

125,000 


$3,050,000 
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CHAPTER  IV 

CONSOLIDATED  BALANCE  SHEETS,  SPECIAL  CONSIDERATIONS 

19.  Other  Eliminations  in  Consolidated  Working  Papers.-The  preceding 
CJiapter  has  been  devoted  to  an  explanation  of  the  procedure  followed  in  ofTsettins 
the  holding  company's  investment  account  balances  against  the  net-worth  accounts 
ot  the  subsidiary  companies.  It  is  almost  a  certainty  that,  in  preparing  the  work- 
ing papers,  the  accountant  will  encounter  other  items  that  require  elimination 
I  he  more  common  of  such  items  will  now  be  described. 

Current  Accounts.-U  the  subsidiary  company  sells  to  or  purchases  from  the 
holding  company  it  is  likely  that  the  trial  balances  will  reveal  intercompany  accounts 
receivable  and  payable.     Since  transactions  between  the  parties  to  the  consolida- 
tion do  not  alter  the  relationship  exi..ting  between  the  consolidation  as  a  unit 
and  outsiders,  these  current  accounts  should  be  eliminated  in  preparing  the  con- 
solidated balance  sheet.     It  occasionally  happens  that  the  account  receivable  on 
the  books  of  one  company  is  not  the  exact  reciprocal  of  the  account  payable  on  the 
books  of  the  other  company.     This  will  probably  be  the  result  of  one  of  two  causes • 
(I)  the  debtor  has  made  a  payment  that  has  not  yet  been  received  by  the  creditor 
or  (2)  the  creditor  has  shipped  merchandise  to  (or  performed  some  other  ser\ice  for) 
the  debtor  which  has  not  yet  come  to  the  latter's  attention.     In  either  case    the 
adjustment  is  made  in  the  same  ''direction,''  that  is,  toward  the  completing  of  the 
transaction.     The  first  case  recjuires  an  entry  adjusting  the  creditor's  records 
debiting  (^ish  in  Transit  and  crediting  the  debtor.     The  second  case  necessitates 
the  adjusting  of  the  debtor's  books  by  debiting  Merchandise  in  Transit  (or  Inven- 
tory) and  crediting  the  creditor.     Tliis  principle  governs,  too,  the  adjusting  of  such 
mequahties  as  may  be  found  in  the  reciprocal  accounts  described  in  the  remainder 
of  this  Article. 

Adimwes  to  Subsidiaries.— Not  infrequently  a  weak  subsidiary  will  be  bolstered 
up  by  loans  from  the  parent  company.  These  advances  are  not,  strictly  speaking 
current  accounts  though  they  may  appear  under  this  title.  The  current  accounts 
should  be  restricted  to  amounts  that  are  periodically  settled  within  the  customary 
credit  terms.  Amounts  that  are  not  expected  to  be  settled  in  this  manner  should 
be  shown  as  advances.  They  definitely  increase  the  stake  of  the  holding  company 
in  the  subsidiary  but  do  not  alter  the  percentage  of  stock  ownership.  If  the  advance 
accounts  have  been  properly  handled  they  are  likely  to  be  true  reciprocals.  As 
such  they  are  eliminated  in  the  working  papers. 

Advances  to  the  Holding  Company.—Advimccs  by  a  subsidiary  Company  to 
the  holding  company  are  merely  the  reverse  of  the  advances  just  described.  They 
are  handled  in  a  similar  manner. 

G4 


IV 


> 


!^ 


Notes  Receivable  and  Payable. — Either  the  holding  company  or  the  subsidiary 
may  give  notes  to  the  other.  These  are  comparable  to  either  current  accounts  or 
advance  accounts,  depending  on  the  type  of  note  given  and  the  reason  for  giving  it. 
The  eliminations  are  made  in  the  same  way. 

Notes  Receivable  Discounted. — If  a  note  given  by  one  member  of  the  consolida- 
tion to  another  member  of  the  consolidation  reaches  outsiders  through  being  dis- 
counted by  the  member  that  received  it,  the  consolidated  balance  sheet  must  reveal 
this  liability  to  outsiders.  This  note  is  the  liability  of  the  issuing  member  and  the 
contingent  liability  of  the  discounting  member  of  the  consolidation.  It  may  be 
regarded  also  as  the  obligation  of  the  consolidation  as  a  unit  to  interests  outside 
the  consolidation.  Alternative  procedures  have  been  suggested  for  eliminating 
intercompany  items.  It  is  suggested  here  that  the  Notes  Receivable  account 
balance  should  be  eliminated  against  the  Notes  Receivable  Discounted  account 
balance  and  that  the  Notes  Payable  account  balance  should  appear  on  the 
consolidated  balance  sheet. 

Bonds  Payable  and  Bonds  Owned. — Bonds  issued  by  one  member  and  owned  by 
another  member  offer  no  unusual  problem.  The  intercompany  holdings  are 
eliminated  at  par  value.  If,  in  connection  with  these  bonds,  there  is,  on  the  books 
of  either  the  issuing  or  the  owning  corporation,  unamortized  premium  or  unaccumu- 
lated  discount,  the  premium  and/or  discount  should  be  carried  to  the  consolidated 
balance  sheet  column  of  the  working  papers.  If  the  bonds  were  exchanged  directly 
between  the  two  members  at  some  price  other  than  par,  and  if  both  members  have 
followed  the  same  method  of  amortizing  premium  or  accumulating  discount,  a 
definite  amount  of  the  premium  (or  discount)  on  the  books  of  the  owning  corpora- 
tion is  a  direct  offset  for  a  like  amount  of  discount  (or  premium)  on  the  books  of  the 
issuing  corporation.  In  such  case,  there  seems  to  be  no  valid  objection  to  eliminat- 
ing the  premium  (or  discount)  along  with  the  par  value.  When  the  bonds  have  not 
passed  directly  from  the  issuing  member  to  the  owning  member  or  when,  even 
though  the  bonds  passed  directly,  the  tW'O  members  have  not  followed  the  same 
method  of  writing  off  premium  (or  discount),  no  truly  reciprocal  relationship  exists 
beyond  that  expressed  by  the  par  values  in  question.  Under  these  conditions,  it 
seems  that  little,  if  anything,  of  value  is  gained  by  attempting  to  adjust  the  books 
in  such  a  way  as  to  make  these  balances  reciprocal.  It  seems  preferable  that  the 
premium  and  discount  amounts  be  shown  on  the  consolidated  balance  sheet  as 
already  suggested. 

Bond  Interest  Payable  and  Receivable. — Accrued  interest  on  intercompany 
bond  holdings  should  be  handled  in  a  uniform  manner.  Bond  Interest  Payable  and 
Receivable,  being  true  reciprocals,  should  be  eliminated  to  the  amount  of  the  lesser 
item. 

Dividends  Payable  and  Receivable. — As  dividends  are  declared  by  the  subsidiary 
companies  the  amount  payable  to  the  parent  company  should  be  taken  up  on  the 
latter's  books  as  a  receivable  item.  (See  illustrative  entries  in  Art.  18).  These 
offsetting  payables  and  receivables  should  be  eUminated  in  the  consolidated  work- 
ing papers. 
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20.    Reserves  for  Intercompany  Profits.-If  cne  member  of  the  consolidation 
sells  to  another  member  at  a  profit,  this  pR.fit  is  not  radizcd  by  the  consolidation  unless 
and  untd  the  purchasing  member,  in  turn,  sells  the  item  for  the  same  or  a  greater 
sellms  price  to  parlies  out.nde  the  consolidation.     Intercompany  sale-and-purcha.se 
transactions  are  likely  to  be  one  of  two  kinds:  current  assets  (merchandise  intended 
for  resale)  or  fi.xcd  assets  (buildings,  eciuipmcnt,  etc.  not  intended  for  resale) 
No  profit  should  be  taken  up  by  the  consolidation  a.s  long  as  the  article  contain- 
ing the  profit  IS  still  an  asset  of  the  consolidation.     An  illustrative  case  may  be 
used  to  clarify  this  statement.     Assume  that  Company  A  owns  80  per  cent,  of  the 
capital  stock  of  Company  B  and  that,  at  the  end  of  the  fiscal  period,  the  inventory 
ot  Company  A  contains  merchandise  bought  from  Company  B  for  $12,000,  at  which 
price  Company  B  made  a  profit  of  82,000.     From  the  point  of  view  of  the  minority 
interest  in  Company  U,  this  is  a  completed  transaction.     From  the  point  of  view 
of  the  holding  company,  it  is  merely  the  transferring  of  merchandise  "from  one  store- 
room to  another."     The  minority  interest  is  entitled  to  20  per  cent,  of  this  S2,000 
profit,  or  .MOO      In  taking  up  its  share  of  Company  B's  profit,  the  parent  company 
will  take  up  the  remaining  80  per  cent,  of  this  particular  profit.     Accordingly,  it  is 
essential  that  the  holding  company,  in  order  that  its  realized  profits  be  not  over- 
stated, set  up  a  reserve  for  intercompany  profits  to  the  amount  of  $1,000      The 
reserve  is  established  on  the  working  papers  by  debiting  the  Surplus  account  of  the 
holding  company  and  crediting  Reserve  for  Intercompany  Profits  on  Inventories 
A  similar  situation  arises  if  the  sale  is  ma<le  from  the  parent  company  to  a 
subsidiary     To  reverse  the  preceding  illustration  it  may  bo  assumed  that  Company 
A  has  sold  the  merchandi.se  in  (,uestion  to  Company  B.     In  doing  .so  it  actually 
sold  80  per  cent,  of  the  order  to  itself  and  only  20  per  cent,  to  interests  outside  of 
the  con.solidation.     Accordingly  SO  per  cent,  of  the  S2,000  profit  cannot  be  regarded 
as  realized  until  Company  B  sells  the  merchandise  to  its  customers  outside  the  con- 
solidation     I  he  reserve  to  be  created  is  set  up  in  the  same  amount  and  by  the  same 
entry  as  described  in  the  preceding  paragraph. 

Intercompany  profits  in  fixed  assets  are  treated  in  a  somewhat  similar  manner 
Assume  that  Conipany  B  (80-per-cent.  owned  by  ( 'ompany  A)  supplies  Company  A 
with  certain  fixed  assets  at  a  selling  price  of  S80,000.  The  cost  of  this  equipment  to 
Company  B  was  .?(iO,000.  Of  the  .^20,000  profit  made  on  this  transaction,  80  per 
cent  or  .$10,000,  will  be  taken  up  by  Company  A  at  the  end  of  the  fiscal  year  in 
which  the  sale  occurred.  In  order  that  the  assets  may  be  shovvn  on  the  consolidated 
balance  sheet  at  cost  price.  Company  A  may  handle  the  transaction  in  one  of  three 
ways,  as  follows: 

1.  No  entry  need  be  made  in  any  ledger.  With  (he  preparation  of  each 
successive  consolidated  balance  sheet  during  the  life  of  the  asset,  a  working-paper 
adjustment,  debiting  Surplus  account  and  crediting  the  Reserve  for  Intercompany 
Profits  on  Equipment  account,  may  be  made  for  the  .SHJ.OOO.  This  permits  a 
balance-sheet  showing  at  cost.     It  should  be  pointed  out  that  the  minoritv  profit 

*«n  r^ir''  "^  "'"'  K"'"-  **"  "^°  ^'""^'  "f  ^'"•"^■'"'y  ■^'  l''«  '^'^^^  appears  at 
$80,000.  Depreciation  slioul.l,  however,  be  computed  on  cost.  Assume  a  ten- 
year  service  life  and   an  estimated   scrap   value  of   .S10,000.      Depreciation  is 
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accordingly,  ^V  ($80,000-$10,000- $16,000)  =$5,400  per  annum.  If  the  asset 
is  written  off  after  ten  years  and  $10,000  is  received  in  cash  for  scrap  value  the 
entry  should  be: 

Cash §10,000 

Reserve  for  Depreciation 54,000 

Sun)kLs 16,000 

Equipment $80,000 

The  debit  to  Surplus  account  removes  from  that  account  the  unrealized  profit 
taken  up  at  the  end  of  the  year  in  which  the  equipment  was  acquired. 

2.  Company  A  may  make  a  journal  entry  debiting  Surplus  account  and 
crediting  Equipment  account  for  $16,000.  This  reduces  the  asset  to  a  cost  basis. 
This  is  probably  the  most  satisfactory  method. 

3.  Company  A  may  handle  this  matter  as  in  method  2  except  for  the  fact 
that  the  credit  may  be  passed  to  a  Reserve  for  Intercompany  Profit  on  Equipment 
Again,  in  this  case,  the  annual  depreciation  should  be  $5,400  per  annum.  The 
reserve  is  carried  until  the  asset  is  disposed  of,  and  on  the  balance  sheet  appears  as 
a  deduction  from  the  asset  account,  along  with  the  deduction  of  the  Reser^^e  for 
Depreciation. 

A  slightly  different  situation  arises  if  the  holding  company  sells  the  equipment 
to  a  subsidiary.  Assume,  for  illustrative  purposes,  that  the  transaction  described 
is  reversed.  In  selling  to  Company  B  at  a  profit  of  $20,000,  Company  A  has  in 
substance  made  80  per  cent,  of  this  profit  by  selling  to  itself.  Accordingly,  a  reserve 
should  be  set  up  for  $16,000  in  order  that  the  consolidated  balance  sheet  may 
exhibit  the  asset  at  cost.  The  asset  will  appear  on  the  books  of  Company  B  at 
$80,000,  and  depreciation  will  be  computed  by  Company  B  as  yV  ($80,000-  $10,000) 
=  $7,000  per  annum.  This  means  that  the  consoUdated  net  profits  are  understated 
(through  excessive  depreciation  expense)  to  the  amount  of  $1,600  per  annum. 
As  Company  B  makes  sales,  either  directly  or  indirectly  (through  another  member 
of  the  consolidation)  to  outsiders,  depreciation  charges  of  $70,000  are  recovered. 
In  this  manner  the  $16,000  profit  is  gradually  realized  over  the  life  of  the  asset. 
It  is  suggested  that  these  facts  are  properly  recorded  if  Company  A  establishes  a 
reserve  for  $16,000  at  the  end  of  the  fiscal  year  in  which  the  sale  occurs  and  then, 
at  the  end  of  each  year  of  service  life  of  the  asset,  reverses  the  entry  for 
one-tenth  of  the  original  amount  by  debiting  the  reserve  and  crediting  surplus 
account. 

Another  situation  arises  if  one  subsidiary  sells  equipment  to  another  subsidiarj^ 
Assume  that  Company  B  (again  80-per-cent.  owned  by  Company  A)  sells  this  equip- 
ment to  Company  C  (60-per-cent.  owned  by  Company  A)  at  a  profit  of  $20,000. 
Company  A  will  take  up  at  the  end  of  the  current  fiscal  year  80  per  cent,  of  this 
profit  in  taking  up  its  share  of  all  profits  made  by  Company  B.  Company  C  will 
set  up  the  asset  at  $80,000  and,  over  the  service  life,  will  recover  $70,000  through 
depreciation  charges.  Through  this  recovery,  the  intercompany  profit  is  realized 
just  as  it  was  in  the  case  previously  cited.  Therefore,  it  seems  proper  in  this  case 
to  suggest  the  same  treatment  as  indicated  in  the  case  of  Company  A's  sale  to 
Company  B.     The  reserve  should  be  set  up  initially  by  debiting  Surplus  account 
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and  crediting  the  reserve  account  for  810,000.     Each  year  subsetiuently  for  the 
next  ten  years,  the  entry  should  be  reversed  to  the  amount  of  S1,()00. 
Balance  sheet  presentations  may  be  understood  from  the  following: 

One  year  after  the  sale: 

Equiprnont      . §80,000 

Less- Hesorvo  for  Dcprociation $  7,(XX) 

Reserve  for  Intercompany  Profit      .      .  14,400  21,400 

Carrying  Value $58,(300 

Two  years  after  the  sale: 

Equipment      .      ... SSO,000 

Less  Keserve  for  Depreciation 114,000 

llesi^rve  for  Intercom[)any  Profit      .      .  Ti'siK)  20,800 

Carrying  Value $53,200 

Nine  years  after  the  sale: 

Equipment      .  $80,000 

Less  Keserve  for  Depreciation $63,000 

Reserve  for  Intercompany  Profit      .      .  1,000  64,600 

Carrying  Value $15,400 

21.  Illustrative  Case.— In  Illustration  28  are  ^ven  the  December  31,  19_ 
balance  sheets  of  Company  H  and  its  subsidiaries,  (\)mpanies  S-One  and  S-Two. 
Certain  additional  data  essential  to  the  preparation  of  a  consolidated  balance  sheet 
are  appended.  The  reader  will  gain  most  from  this  illustrative  material  if  he  makes 
notes  concerning  the  working-paper  disposition  of  each  item  in  the  balance  sheets 
and  additional  data  prior  to  continuing  with  the  text.  Better  yet,  he  should  pre- 
pare the  working  papers  roughly  and  compare  his  w^ork  with  that  of  the  author, 
as  shown  in  Illustration  29  (a)  and  (6). 

Additional  Data: 

1.  The  investments  of  Company  H  are  carried  at  cost.  They  represent  an 
80-per-cent.  interest  in  Company  S-One  ac(iuired  at  book  value  and  a  90-per-cent. 
interest  in  Company  S-Two  accjuired  when  that  company  had  Capital  Stock  of 
$200,000  and  Surplus  of  $30,000. 

2.  Company  H  has  not  yet  received  a  check  for  $4,000  mailed  December  29 
by  Company  S-One. 

3.  The  inventory  of  Company  H  lists  at  $30,000  goods  received  from  Company 
S-Two  on  which  the  latter  made  a  profit  of  $8,000.  At  the  beginning  of  the  year 
the  inventory  of  Company  II  contained  $20,000  worth  of  Company  S-Two's 
product  which  had  cost  the  subsidiary  $15,000. 

4.  Of  Company  S-One's  equipment,  $100,000  worth  was  secured  from 
Company  H.  This  price  included  a  profit  of  $22,500.  This  equipment  was 
estimated  to  have  a  service  hfe  of  ten  years  and  a  scrap  value  of  $8,000.  It  is  two 
years  old. 

5.  Notes  Receivable  Discounted,  of  Company  II,  include  a  $12,000  note 
received  from  Company  S-One. 
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6.  Dividends  Payable,  of  Company  S-Tw^o,  represent  a  semiannual  4§-per- 
cent.  declaration  of  December  20,  payable  the  following  January  4,  to  stockholders 
of  record  December  31. 

7.  Bonds  Payable  bear  interest: 

Company  H,  6  per  cent.,  payable  semiannually.  April  and  October  1. 

Company  S-One,  5  per  cent.,  payable  annually,  January  1. 

Company  S-Two.  6  per  cent.,  payable  semiannually  January  and  July  1. 

The  Consolidated  Working  Papers  for  the  foregoing  problem  are  shown  in 
Illustration  29  (a)  and  (6)  and  the  ConsoUdated  Balance  Sheet  in  Illustration  30. 

Balance  Sheets 
December  31,  19 — 


Assets 

Cash 

Accounts  Receivable 

Company  S-One  Current  Account. 
Companv  H  Current  Account      .      . 
Notes  Receivable,  Company  S-One      . 
Notes  Receivable    .      ..... 

Advances  to  Subsidiaries      .... 

Advance  to  Company  S-One  . 

Inventories 

Bonds  of  Company  S-Two      . 

Dividends  Receivable 

Plant  and  Equipment 

Land 

Investments: 

Stock  of  Company  S-One    .      .      . 

Stock  of  Company  S-Two      .      .      . 

Sinking  Fund 

Deficit 

Liabiliiies  and  Capital 

Accounts  Payable 

Notes  Payable 

Notes  Receivable  Discounted 

Dividends  Payable 

Company  H  Current  Account      . 
Company  S-Two  Current  Account.      . 
Advances  from  Company  H  .      .      . 
Advance  from  Company  S-Two 
Accrued  Interest  on  Bonds     . 

Bonds  Payable     . 

Reserve  for  Depreciation  .... 

Capital  Stock 

Surplus 

Sinking  Fund  Reserve 


Company  H 


28,000 
40,000 
30,000 

20,000 
18,000 
50,000 

80,000 

20,000 

8,100 

400,000 

100,000 

200,000 

215,000 

25,000 


Sl,234,100 


Company  S-One 


Company  S-Two 


$  31,850 
30,000 


14,000 


50,000 
5,000 

275,000 
70,000 


70,150 


$546,000 


15,000 
20,000 

25,000 

12,000 

25,000 
30,000 


300,000 
25,000 


40,000 


$492,000 


50,000 
10,000 
15,000 


25,000 


3,000 

200,000 

50,000 

800,000 

56,100 

25,000 


S  40,000 
30,000 
10,000 

26,000 

20,000 

25,000 

5,000 

100,000 
40,000 

250,000 


$  20,000 
20,000 

9,000 


30,000 

3,000 

100,000 

50,000 

200.000 

20,000 

40,000 


$1,234,100 


$546,000 


$492,000 


Illustkation  28 
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72  CONSOLIDATED  BALANCE  SHEETS, 

COMPANY  H  AND  SUBSIDIARY  COMPANIES  S-ONE  AND  S-TWO 

Consolidated  Balance  Sheet 
Dceomhor  31,  19_ 


Assets 
Current  Assets: 

Cash 

Accounts  Receivable 

Notes  Receivable $  44, (KK) 

Less  Notes  Receivable  Discounted 13,(MK) 


Inventories $160,(KK) 

Less  Reserve  for  Intercompany  Profits  ....  7,2(X) 


Total  Current  Assets 


Fixed  Assets: 

Plant  and  Equipment 

Less  Res(>rve  for  Intercompany  Profits 
Reserve  for  Depreciation  .      .      . 


$  14,4(M) 
140,000 


Net  Value, 
Land 


Total  Fixed  Assets 
Sinking  Funds     . 
Goodwill      .... 


Liabilities  and  Capital 
Current  Liabilities: 

Accounts  Payable 

Notes  Payable 

Dividends  Payable 

Accrued  Interest  on  Bonds      .... 


Total  Current  Liabilities 


Fixed  Liabilities: 
Bonds  Payable  . 

Less  Treasurv  Bonds 


Total  Fixed  Liabilities 

Minority  Interest  in  Subsidiaries  (See  Schedule) 

Capital: 

Capital  Stock 

Surplus: 

Sinkinji;  Fund  Reserve 

Deficit 


$61,000 
29,900 


Net  Surplus. 
Total  Net  Worth. 


iLLUSTItATION    30 


$  7s,sr)0 

90,000 
31,0(X) 

1.52,SOO 


$975,000 
154,400 


$S20,()(K) 
195,(KK) 


S11(),0{K) 

52,(MK) 

900 

10,250 


S4(M).CX)() 
25,()(K) 


$800,000 


31,100 


$  352,050 


1,015,600 

()5,(XX3 

.S,(KX) 


$1,411,250 


$  173,150 


375,000 
62,000 


^ 


831,100 


$1,441,250 
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Schedule  of  Minority  Interests 
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Capital  Stock     . 

Surplus 

Sinking  Fund  Reserve  . 

Total 

.    $70,000 
2,000 
4,000 

$76,000 
14,000 

$62,000 

Company 
S-One 

$50,000 

Company 
S-Two 

$20,000 
2,000 
4,000 

Total 

Deficit 

$50,000 
14,000 

$36,000 

$26,000 

Net  Value    .      .      .      . 

$26,000 

Illustration  31 

Consolidated  Surplus  Reconcilation 

Company  H  Surplus  per  Books $56,100 

Add,  Bond  Interest  Earned 600 

Total $56,700 

Deduct: 

Appropriations  for  Reserves 
for  Intercompany  Profits  in: 

Inventories    .      .      .      .$  7,200 

Equipment.      .      .      .      14,400  $21,600 


Share  of  Deficit  of  Company  S-One  .      .      .      56,000 
Decrease  in  Share  of  Surplus,  Company  S-Two     9,000 


Total  Deductions 


86,600 


Net  Deficit  per  Consolidated  Balance  Sheet $29,900 

Illustration  32 

Comments. — 

Consolidated  Working  Papers,  Illustrations  29  (a)  and  (6) : 

1.  Because  the  holding  company  carries  its  investments  at  cost,  it  is  necessary 
to  eliminate  the  book  values  existing  at  the  time  the  interests  were  acquired. 
(Eliminations  1,  2,  and  3.) 

2.  Accounts  current  between  Company  H  and  Company  S-One  must  be 
adjusted  (Adjustment  (a),  prior  to  elimination  (Elimination  4). 

3.  Company  H  must  set  up  a  Reserve  for  Intercompany  Profits  in  Inventories 
equal  to  90  per  cent,  of  the  $8,000  profit  made  by  Company  S-Two  (Adjustment  (6)). 
Unless  a  consolidated  statement  of  profit  and  loss  is  made,  no  attention  need  be 
paid  to  the  intercompany  profits  at  the  beginning  of  the  year. 

4.  Adjustment  (r)  recognizes  the  holding  company's  80  per  cent,  of  the  $22,500 
intercompany  profit  in  equipment.  As  Company  S-One  gradually  recovers  its 
investment  in  this  equipment  through  the  medium  of  depreciation  charges,  this 
profit  will  become  a  realized  profit.  At  the  end  of  the  second  year,  tw^o-tenths 
of  the  $18,000  has  been  realized.  Accordingly  adjustment  {d)  reverses  adjust- 
ment {c)  for  this  fraction  of  the  latter.  Apparently  no  reserv^e  was  established 
when  the  equipment  was  sold  or  thereafter,  for  none  appears  in  the  balance  sheet  of 
Company  H.  The  fact  should  not  be  overlooked  that  the  surplus  to  be  reduced  is 
that  of  the  holding  company,  not  that  of  the  subsidiary  which  owns  the  asset. 
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5.  Adjustment  (e)  corrects  the  errors  of  Companies  H  and  S-One  in  failing  to 
accrue  interest  on  bonds  owned. 

6.  Notes  Receivable  Discounted  are  treated  in  accordance  with  suggestions 
made  in  Art.  19. 

7.  Only  the  intercompany  portion  of  the  declared  dividend  of  Company  S-Two 
is  eliminated.  The  10  per  cent,  payable  to  the  minority  interest  is  shown  as  a 
current  liability  (Elimination  9). 

Consolidated  Balance  Sheet,  Illustration  30: 

1.  It  is  unnecessary  to  make  a  special  item  of  cavsh  in  transit. 

2.  Some  accountants  suggest  that  intercompany  bondholdings  should  be 
shown  as  Treasury  Bonds.  This  has  been  done  in  the  balance  sheet.  The  alterna- 
tive treatment  is  to  show  only  the  net  amount,  $375,000. 

3.  The  balance  sheet  may  show  the  minority  interest  in  each  subsidiary  in 
lieu  of  the  schedule  as  shown  in  Illustration  31. 

4.  It  is  customary  to  present  a  statement,  as  Illustration  32,  reconciling  the 
surplus  appearing  on  the  consolidated  balance  sheet  with  that  indicated  in  the 
balance  sheet  of  the  holding  company. 

22.  Preferred  Stock. — Thus  far  the  discussion  has  concerned  the  ownership  by 
the  holding  company  of  par-\'alue  conunon  stock  only.     It  is  not  unusual  for  a  hold- 

WouKiNCj  Papers  for  Case  1 


Invostmont  in  Common  Stock 
Eliminate: 

809o  of  $200,000  .      .      . 
80%  of  $(30,000  .      .      . 

Goodwill 

Investment  in  Preferred  Stock, 
Eliminate 

60%  of  $100,000  .      .      . 
Goodwill 


Common  Stock . 

Eliminate  80%. 

Minority  . 
Preferred  Stock    . 

Eliminate  60%    . 

Minority 
Surplus: 

To  Common  Stock 
Eliminate  80%  . 
Minority    . 


♦Negative  Goodwill. 


Company 
II 


205,(XX) 


70,000 


Company 

S 


2(XJ,(K)() 


100,000 


60,()(J() 


Elimina- 
tions 


160,(X)0 
48,000 


()0,0()() 


268,000 


160,000 
60,000 


48,0(X) 


268,000 


C(in- 
polidated 
Balance 

Sheet 


3,0{X)*(7 


i{),(M)or; 


40,000.1/ 
40,0003/ 

12,0003/ 


> 


Illustiiation  33 
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Investment  in  Comnrion  Stock 
Eliminate: 

80%  of  $200,000  .      .      . 


80%  of  $52,000 


Goodwill 

Investment  in  Preferred  Stock , 
Eliminate: 

60Sc  of  $100,000  .      .      . 


60%  of  $8,000 


Goodwill 


Common  Stock    . 
Eliminate  80%    . 
Minority 
Preferred  Stock. 
Eliminate  60%. 
Minority  . 
Surplus: 

To  Common  Stock 
Eliminate  80% 
Minority. 
To  Preferred  Stock 
Eliminate  60%  . 
Minority    . 


Company 
H 


205,000 


70,000 


Company 

S 


200,000 


100,000 


52,000 
8,000 


Elimina- 
tions 


160,000 
41,600 


60,000 

4,800 


266,400 


160,000 


60,000 


41,600 
'4,800 


266,400 


Con- 
solidated 
Balance 

Sheet 


3,400(7 


•  • 


5,200G^ 


40,0003/ 
40,0003/ 


10,4003/ 
"  3,2003/ 


Illustration  34 


ing  company  to  own  both  common  and  preferred  stock  of  a  subsidiary  company.  If 
both  classes  are  held,  two  eliminations  must  be  made  in  the  working  papers  in 
place  of  the  one  that  has  been  explained.  Only  one  difficulty  is  likely  to  arise; 
the  deterynining  of  the  preferred  stoek's  interest  in  the  surplus  balance.  This  demands 
a  close  investigation  of  the  preferred-stock  contract,  to  discover  whether  the  stock 
is  cumulative  or  non-cumulative,  participating  or  non-participating,  and  of  the 
preferred-stock  dividend  record  to  discover  whether  any  dividends  are  in  arrears. 

The  preferred-stock  investment  may  be  carried  in  either  of  the  alternative 
manners  described  for  common  stock:  that  is,  at  cost  or  at  current  value.  If  the 
stock  happens  to  be  non-cumulative,  it  is  probably  advisable  to  carry  it  at  cost, 
even  though  the  holding  company's  total  interest  gives  it  control  over  the  dividend 
poHcy  of  the  subsidiary. 

The  working  papers,  Illustrations  33,  34,  35,  represent  these  facts :  Company  S, 
at  date  of  acquisition,  has  Common  Stock  of  $200,000,  6-per-cent.  Preferred 
Stock  of  $100,000,  and  Surplus  of  $60,000.  Company  H  acquires  80  per  cent,  of 
the  common  stock  for  $205,000  and  60  per  cent,  of  the  preferred  stock  for  $70,000. 
Three  cases,  as  follow,  are  illustrated: 
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/  / 


I 


Case  1. — The  preferred  is  non-participating  and  non-cumulative.  Full 
dividends  have  been  paid  each  year  since  the  preferred  was  issued.  Hence,  the 
preferred  has  no  further  interest  in  surplus. 

Case  2. — The  preferred  is  cumulative  but  non-participating.  During  the  last 
two  years  only  $4,000  (that  is,  two  2-per-cent.  declarations)  has  been  paid  in 
preferred  dividends.  Thus  the  preferred  has  a  prior  claim  of  $8,000  on  the 
surplus. 

Case  3. — The  preferred  is  both  cumulative  and  participating.  Full  dividends 
due  to  date  on  preferred  have  been  paid.  The  participation  is  share  for  share 
with  the  common  stock. 

The  working  papers  for  the  three  Cases  are  shown  in  Illustrations  33,  34,  and 
35,  respectively. 

Working  Papers  fok  Case  3 


Invostment  in  Common  Stock 
Eliminate: 

80%  of  S200,000  .      .      . 


80%  of  $40,000 


Goodwill 
Investment  in  Preferred  Stock 
Eliminate: 

60%  of  $100,000  .      .      . 

60%  of  $20,000  .      .      . 
Goodwill 


Common  Stock . 
Eliminate  80% . 
Minority     . 
Preferred  Stock    . 
Eliminate  60%    . 
Minority 
Surplus: 

To  Common  Stock 
Eliminate  80%  . 
Minority     . 
To  Preferred  Stock 
Eliminate  60% 
Minority . 


♦Negative  Goodwill. 


Company 
li 


205,000 


ro,(K)() 


Company 

S 


2(XJ,()0() 


100,000 


40,000 
20,000 


Elimina- 
tions 


l(i(),000 
32,000 


60,(KK) 
12,000 


264, 0(X) 


1()0,0()() 


60,000 


32,0(X) 
12,000 


264,000 


Con- 
solidated 
Balance 
Sheet 


i3,o(xx; 


2,000*6" 


40,0003/ 
40,o6oM 

'  S,(X)03/ 
8,000A/ 


Illustration  35 


23.  Stock  Without  Par  Value. — No  special  problem  arises  if  the  stock  of  a 
subsidiary  is  no-par  value  stock.  The  investment  account  should  indicate  the 
number  of  shares  owned  and  may  be  carried  either  at  cost  or  at  the  current  value 
as  shown  by  the  books  of  the  subsidiary. 


i 


> 


Consolidated  Working  Papers 


Debits 

Investment  in  Company  X .      .      .      . 
6,400  out  of  10,400  shares 
Eliminate  j%  of  Net  Worth       .      .      . 
Goodwill 


Credits 

Capital  Stock  No-Par  Value  . 

Eliminate  j% 

Minority 

Capital  Surplus 

Eliminate  j% 

Minority 

Surplus 

Eliminate  j\ 

Minority 


Company 
H 


243,200 


Company 
X 


289,120 


47,840 
21,840 


Elimina- 
tions 


220,800 


220,800 


177,920 


29,440 
13,440 


220,800 


Con- 
solidated 
Balance 

Sheet 


22,400G 


111,200M 

i8,400M 

8,400M 


Illustration  36 


Working  Papers,  if  Investment  is  Carried  at  Cost 


Company 
H 


Debits 

Investment  in  Company  X      .      .      . 
6,400  out  of  10,400  shares 
Eliminate  Book  Value  Acquired  . 
Goodwill 


Credits 
Capital  Stock  No  Par  Value 

Eliminate  j% 

Minority 

Capital  Surplus 

Eliminate  j% 

Minority 

Surplus 

Eliminate 

AX  $21, 840 

Mmority  ^3XS5,720    .... 

Consolidate  j\  of  $16,120  decrease 


243,200 


Company 
X 


Elimina- 
tions 


Consolidated 

Balance 

Sheet 


289,120 


47,840 
'  5,720 


220,800 


220,800 


177,920 


29,440 


13,440 


220,800 


22,400G 


111,200M 


18,400M 


2,2003/ 
9,920*^ 


*Dcficit. 


Illustration  37 
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Assume  that  Company  II  buys  G,400  shares  of  the  no-par  value  common  stock 
of  Company  X  at  S38  per  share.  At  the  date  of  acquisition,  Company  X  has 
10,400  shares  of  this  stock  outstanding,  a  credit  to  Capital  Stock  account  of 
$289,120,  a  capital  surplus  of  $47,840,  and  an  earned  surplus  of  $21,840. 

The  consolidated  working  papers  at  date  of  ac(iuisition  will  be  as  in 
Illustration  3G. 

Working  Papers  if  Profits  and  Losses  are  Taken  Up 


Company 

Company 
X 

Elimina- 
tions 

Consolidated 

Balance 

Sheet 

Debits 
Investment  in  Company  X 

233,280 

6,400  out  of  10,400  shares 
Eliminate 

t'3XS289,120 

j%X$  47,840 

,              , 

177,920 
.  29,410 

j%X$    5,720 

Goodwill 

• 

■              • 

3,520 

22,400(? 

289,120 

210,880 

Credits 

Capital  Stock  No  Par  Value 

Eliminate  i's 

177,920 
'  29,440 

•           •           • 

Minority 

Capital  Surplus 

Eliminate  j% 

Minority 

• 

47,840 

•            • 

111,2()0M 
18,4(X).U 

Surplus 

Eliminate  i\ 

5,720 

3. .520 

Minority 

• 

2,2(K).l/ 

210,880 

Illustratiox  3S 

If,  during  the  first  year  of  Company  II's  control,  Company  X  makes  a  profit 
of  $35,880  and  pays  dividends  of  $5.00  per  share,  the  consolidated  working  papers 
one  year  after  date  of  actiuisition  will  appear  as  in  Illustration  37,  if  the  investment 
is  carried  at  cost.  If  profits  and  losses  are  taken  up,  the  working  papers  will  be 
as  in  Illustration  38. 

24.  Changes  in  Consolidated  Goodwill. — In  the  preceding  working  papers 
the  reader  will  have  noted  the  fact  that  the  consolidated  goodwill  apparently 
remains  constant  in  amount.  Whether  the  investment  in  a  subsidiary  company 
is  carried  at  cost  or  at  current  value  the  goodwill,  positive  or  negative,  will  remain 
constant  in  amount  unless  the  holding  conipany  alters  its  percentage  of  ownership  in 
the  subsidiary. 

Change  Because  of  Sale  or  Purchase  of  Shares. — One  of  the  simplest  ways  to 
alter  the  percentage  of  ownership  is  to  sell  some  of  the  shares  owned  or  to  buy 
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additional  shares.  If  Company  A  pays  $273,000  for  a  90-per-cent.  interest  in 
Company  B  when  the  latter  has  $200,000  of  capital  stock  and  $80,000  of  surplus, 
$21,000  is  paid  for  goodwill.  If,  sometime  later,  when  Company  B  has  capital 
stock  of  $200,000  and  surplus  of  $30,000,  Company  A  sells  300  of  its  1,800  shares 
for  $75,000,  how  should  the  sale  be  recorded,  the  investment  having  been  carried  at 
current  value?  What  is  the  effect  on  the  consohdated  goodwill?  These  questions 
may  be  answered  as  follows: 

Net  Worth  of  Company  B: 

Capital  Stock $200,000 

Surplus 30,000 

Total $230,000 

90%  of  same $207,000 

Add  goodwill  purchased 21,000 

Investment  account  of  Company  A      .      .      .  $228,000 

Journal  Entry 

Cash $75,000 

Investment  in  Company  B $38,000 

Profit  on  Sale  of  Securities 37,000 

To  record  sale  of  300  shares  of  stock 
carried  at  $126.67  per  share. 

Goodwill  originally  acquired $  21,000 

One-sixth  of  same 3,500 

Goodwill  retained  . $  17,500 

Company  A's  Investment  account: 

Balance  before  sale $228,000 

Less  shares  sold 38,000 

Balance  after  sale $190,000 

Net  Worth  of  Company  B,  $230,000 

75  per  cent,  of  same 172,500 

Goodwill $  17,500 


Change  Because  of  Issuing  of  Stock  Rights. — The  issuing  of  stock  rights  by  the 
subsidiary  corporation  is  likely  to  result  in  a  change  in  the  amount  of  consohdated 
goodwill.  The  change  results  only  indirectly  from  the  stock  rights  and  is  the  direct 
result  of  the  failure  of  certain  stockholders  to  exercise  their  privilege  to  subscribe  for 
additional  shares.  It  may  be  that  certain  minority  stockholders  forfeit  their  rights, 
or  that  the  holding  company  forfeits  rights  attaching  to  certain  shares,  or  that  both 
the  holding  company  and  the  minority  stockholders  fail  (but  in  different  degrees) 
to  take  advantage  of  their  rights. 

Company  H  owns  80  per  cent,  of  the  capital  stock  of  Company  S.  On  Decem- 
ber 31,  19_,  the  subsidiary  has  stock  of  $100,000  and  surplus  of  $80,000.  The 
investment  account  on  the  books  of  the  holding  company,  after  being  increased  for 
that  company's  share  of  the  year's  profits,  has  a  balance  of  $150,000,  indicating  a 
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payment  of  $G,000  for  goodwill .  The  subsidiary  corporation  issues  riglits  permitting 
the  holder  of  five  shares  of  stock  to  subscribe  for  one  new  share  at  120.  The  effect 
on  the  consolidated  goodwill  is  indicated  in  the  three  following  hypotlietical 
cases. 

Case  1 . — Both  the  holding  company  and  the  minority  take  full  advantage  of 

their  rights. 

Company  S  Company   U  Minority 

Cipifiil  Stock .?1()(),0()()  $  80,(XX)  $20,(K)0 

Now  Shams  Subsorihod.      .           2().{)(M)  la.OiM)  4,(X)0 

Surplus S(),()(K)  ()1,(MH)  1G,(XX) 

Paid-in  Surj)lus  ....             4,(MK)  ;i,2(M)  800 

Minority's  Equity.      .      .      .  $40,800 

Holdinj^  Company's  I':quity.  $163, 2(K)  = 

Company  S,  Net  Worth  .'     .    $204,000 

Company'  II,  Investment: 

Decemher 31, 19_, Balance    $ir)(),()()0 

Add,  1()0  Shares  at  120    .  19,2(M)  109,200 

Goodwill  ....  $     0,000 

Case  2. — The  holding  company  takes  full  advantage  of  its  rights  but  the 
minority  stockholders  subscribe  for  only  twenty-five  shares,  the  remaining  rights 
being  allowed  to  lapse. 

Net  Worth  of  Company  S: 

Capital  Stock $118,r)00 

Surplus 80,tKK) 

Paid-in  Surplus 3,700 

Total $202,200 

Company  lEs  Investment: 

Balance,  800  Shares  carried  at Sir)0,000 

Subs('ril>cd,  160  Shares  at  120,  cost 19,200 

Total  (9()0  Shares  out  of  1,185) $169,200 

iVs5X$202,2(X) 163,807 

Goodwill $     5,393 

Note. — Company  H's  interest  in  Company  S  has  increased  from  80  i)er  cent,  to  81.01  per  cent. 

Case  3. — Company  H  subscribes  for  100  shares  but  the  minority  stockholders 
take  full  advantage  of  their  rights. 

Net  Worth  of  Company  S: 

Capital  Stock $114,000 

Surplus 80,(X)0 

Paid-in  Surplus 2,800 

Total $19(),800 
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Company  H's  Investment: 

Balance,  800  Shares  carried  at    . 
Subscribed,  100  Shares  at  120,  cost 


.    $150,000 
12,000 


Total  (9(X)  Shares  out  of  1,140) $162,000 

155,368 


'iVoX  $196,800 


Goodwill $     6,632 


Note. — Company  H's  interest  in  Company  S  has  decreased  from  80  per  cent,  to  78.947  per 
cent. 

25.  Stock  Dividends. — To  illustrate  the  accounting  procedures  to  be  observed 
by  the  holding  company  in  recording  the  payment  of  a  stock  dividend  by  a  sub- 
sidiary corporation,  the  following  facts  are  assumed: 

On  December  31,  1933,  Company  S  had  capital  stock  of  $300,000  and  surplus 
of  $100,000. 

On  the  same  date,  Company  LI  paid  $325,000  for  75  per  cent,  of  the  outstand- 
ing stock. 

During  1934  Company  S  earned  $50,000. 

On  December  31,  1934,  Company  S  paid  a  30-per-cent.  stock  dividend. 

Case  1. — The  working  papers  showm  in  Illustration  39  indicate  the  eliminations 
to  be  made  if  Company  H's  investment  is  carried  at  cost. 

Consolidated  Working  Papers,  Case  1 


Investment  in  Stock  of  Company  S 

Eliminate: 

75%  of  Capital  Stock,  $300,000 
75%  of  Stock  Dividend,  $90,000 
75%  of  Surplus,  $100,000     .      . 

Goodwill 


Capital  Stock 

Eliminate  75% 

Minority  25% 

Surplus: 

Company  H 

Companv  S 

Eliminate  75^0  of  $100,000  Acquired. 


Minority  25*^' 


/c 


Consolidate  75%  of  $40,000  Decrease 


Company 
H 


392,500t 


67,500t 


Company 

S 


390,000 


60,000 


Elimina- 
tions 


Con- 
solidated 
Balance 

Sheet 


225,000 
67,500 
75,000 


367,500 


292,500 


75,000 


367,500 


2o,000G 


97,5003/ 
67,500*S 


15,0003/ 
30,000**$ 


♦Deficit. 

tAs  is  indicated  above,  the  dividend  was  taken  up  by  a  debit  to  the  investment  account  and  a  credit  to  surplus. 

Illustration  39 
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Case  2. — If  the  holdinji;  company  carries  its  investment  at  current  value,  the 
stock  dividend  causes  no  change  in  the  balance  of  the  account.  There  should  be, 
however,  a  ledger  notation  of  the  increase  in  number  of  shares  owned.  Working 
papers  for  this  case  are  shown  in  Illustration  40. 

Consolidated  Working  Papers,  Case  2 


Investment  in  Stock  of  Company  S 
Eliminate  75%  of  Book  Value. 
Goodwill 


Capital  Stock    . 
Eliminate  75%. 
Minority  2r^%     . 
Surplus: 

Company  H 
Company  S    . 
Eliminate  75 9(' 
Minority  25%. 


Company 
11 


3()2,5()() 


37,500 


Company 

S 


390,000 


()0.(K)0 


Elimina- 
tions 


337,500 


337,500 


292,500 


45,000 


337,500 


Con- 
polidatod 
Balance 

Sheet 


25,000(7 


97,500.U 
37,5005 

15,000!u 


Illustuation  40 

26.  Stock  Bought  Directly  from  Subsidiary. — The  holding  corporation  may 
acquire  some  or  all  of  its  shares  directly  from  the  subsidiary  corporation  instead  of, 
as  assumed  in  all  preceding  cases,  from  the  stockholders  of  the  subsidiary.  Whether 
acquired  from  one  or  both  sources,  the  purchased  shares  are  set  up  originally  at 
cost  in  the  investment  account.  No  special  problem  arises.  The  investment 
account  may  be  continued  at  cost  or,  preferably,  at  current  value.  The  situation 
may  be  briefly  illustrated  as  follows: 

Company  B  has  outstanding  stock  of  $150,000,  unissued  stock  of  S50,000,  and 
surplus  of  $40,000.  Company  A  acquires  from  the  old  stockholders  GOO  shares  at 
130  and  pays  $70,000  to  Company  B  for  the  unissued  stock,  a  total  investment  of 
$148,000. 

Following  these  transactions,  the  net  worth  of  Company  B  is: 

Capital  Stock     .      .      .      .  • $200,000 

Surplus 40,000 

Capital  Surplus 20,000 

Total $260,000 

Value  per  share $        130 

The  eliminations  in  consolidated  working  papers  at  date  of  acquisition  are 
as  in  Illustration  41. 
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Investment  in  Company  B  . 
Eliminate  55%  of  Book  Value 
Goodwill 


Capital  Stock    . 

Eliminate  55%. 

Minority  45% 
Surplus 

Eliminate  55% 

Minority  45%  . 
Capital  Surplus. 

Eliminate  55%. 

Minority  45% 


Company 
A 


148,000 


Company 
B 


200,000 


40,000 
20,000 


Elimina- 
tions 


143,000 


143,000 


110,000 


22,000 
11,000 


143,000 


Con- 
solidated 
Balance 

Sheet 


5,000G 


90,000M 


18,000M 
9,0003/ 


Illustration  41 

It  should  be  noted  that  the  eliminations  are  based  on  Company  B's  book  value 
after  receipt  of  the  payment  from  Company  A. 

27.  Reciprocal  Stock  Ownership. — It  sometimes  happens  that  the  subsidiary 
company  is  found  to  be  the  owner  of  shares  of  stock  in  the  holding  company. 
These  shares  may  have  been  received  in  any  of  several  ways:  (1)  by  purchase 
prior  to  the  date  at  which  the  company  became  a  subsidiary,  (2)  as  payment  on 
an  account  receivable,  (3)  as  collateral  on  a  customer's  dishonored  note,  (4)  by 
gift,  or  (5)  from  an  exchange  of  stock  with  the  parent  company. 

In  such  cases,  the  net  worths  of  the  respective  companies  must  be  determined 
simultaneously.  The  following  statements  of  Companies  X  and  Y  will  demonstrate 
the  reason  for  this. 


Company  X 

Cash,  etc $  85,000 

Stock  of  Y 65,000 


Company  Y 

Cash,  etc $60,000 

Stock  of  X 10,000 


$150,000 


$70,000 


Liabilities $  15,000 

Capital  Stock 100,000 

Surplus 35,000 

$150,000 


Capital  Stock $50,000 

Surplus 20.000 


$70,000 


It  may  be  assumed  that  Company  Y  paid  par  value  for  10  per  cent,  of  Company 
X's  stock  when  the  latter  was  organized  several  years  ago  and  that  one  year  ago 
Company  X  paid  $65,000  for  90  per  cent,  of  Company  Y's  outstanding  stock  of 
S50,000  and  surplus  of  $10,000. 
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Company  X  wishes  to  take  up  its  share  of  Company  Y's  profit  for  the  year. 
According  to  the  6ooA'.s  of  Com  pan  1/  Y,  there  has  been  an  increase  of  $10,000  in  sur- 
phis.  Hence,  $9,000  should  be  taken  up.  But  Company  Y  owns  10  per  cent,  of 
Company  X.  According  to  the  books  of  Company  X,  this  ecjuity  is  worth  $13,500. 
Hence,  Company  Y  may  well  re<2;ard  its  investment  as  understated  by  S3,r)00.  If 
this  is  true,  the  surplus  of  Company  Y  is  likewise  understated  by  $3,500.  It  now 
follows  that  the  share  of  Company  X  is  90  per  cent,  not  of  $70,000,  but  of  $73,500. 
Consequently,  the  investment  of  Company  X  in  Company  Y  increases  by  $3,L50 
(90%  of  $3,500)  and  this,  in  turn,  again  increases  the  value  of  Company  Y's  invest- 
ment in  Company  X. 

From  the  foregoing  it  will  be  evident  that  a  hopeless  situation,  a  senseless 
reasoning  in  a  circle,  results  unless  the  two  values  are  determined  simultaneously. 
It  is  impossible  to  determine  first  the  true  value  of  one  company  and  then  the  true 
value  of  the  other  company. 

The  following  procedure  is  regarded  as  the  simplest  available. 

Company  X  Company  Y 

Total  Assets .fl.W.CXK)  $70,000 

Less  Liabilities L'),()(J() 

Net  Worth  per  Books S135,(XX)  S70,0(M) 

Less  Investments 65,(XK)  10,(X)() 

Net  Worth  other  than  Investments   ....   $  70,0(X)  $60,000 

Let  X  =  actual  worth  of  Company  X 
1/  =  actual  worth  of  Company  Y 
Then, 

(1)  a:  =  $70,0(X)+.9v 

(2)  ?/  =  $60,000+.  1-c 

(3)  .lx  =  .09?/       +$7,000  A  of  (1) 

(4)  Ax==y  -   ()0,000  from  (2) 

(5)  0=-.91y  +$67,000  (3)-(4) 

(6)  .91// =  $67,000  from  (5) 

(7)  7/ =  $73,626.37  from  (6) 

(8)  x  =  $70,(X)0+.9($73,626.37)  from  (1)  and  (7) 

(9)  x  =  $136,263.73 

The  actual  net  worth  in  the  cases  of  Companies  X  and  Y  may  now  be  restated 

as  follows: 

Restatement  of  Net  Wouth 

Company  X  Company  Y 

Actual  Net  Worth $136,263.73  $73,626.37 

Capital  Stock 100,(XX).00  50,(XK).(X) 

Surplus $  36,263.73  $23,626.37 

MiNORiTi'  Interest  Company  Y 

Capital  Stock $5,000 

Surplus 2,363 

Total $7,363 
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Company 
X 


Cash,  etc.  ...'.. 
Investment  in  Company  Y 
Eliminate: 

90'r  of  $50,000  .      . 
90'  0  of  $10,000     .      . 
Cioodwill      .      .      .      .    ^ 
Investment  in  Comi)any  X 
Eliminate    .... 


Liabilities     . 

Capital  Stocky 
Company'  X 
Eliminate  10% 
Consolidate  . 


Companv  Y 

Eliminate  907o  .... 

Minority  107o 

Surplus: 

Company  X 

Companv  Y 

Eliminate  90^';  of  $10,000. 

Minority    lOSo  of  $23,626.3< 

Consolidate 


85,000 
05,000 


150,000 


15,000 
100,000 


Company 
Y 


60,000 


10,000 


•0,000 


35,000 


150,000 


50,000 


20,000 


Elimina- 
tions 


45,000 
9,000 


10,000 


64,000 


10,000 


45,000 


9,000 


70,000 


64,000 


Con- 
solidated 
lialance 

Sheet 


145,000 


11,000<7 


156,000 


15,000 


90,000 

5,0003/ 
35,0005 


2,3633/ 

8,637aS 


156,000 


Illustration  42 

It  was  indicated  at  the  beginning  of  this  Article  that  Company  X  wished  to 
carry  its  investment  at  current  value.  There  may  be  some  justification,  in  view 
of  the  close  association  of  the  two  companies,  for  Company  Y  to  do  likewise.  The 
following  journal  entries  accomplish  this  purpose  and,  of  course,  result  in  the 
elimination  from  the  investment  accounts  of  any  payments  made  for  goodwill. 


Company  X: 

Investment  in  Company  Y 
Surplus  .... 


$1,263 


Company  Y: 

Investment  in  Company  X $3,626 

Surplus 


$1,263 


$3,620 


Working  paper  eliminations  are  then  made  as  shown  in  Illustration  43. 

It  may  be  objected  that  Company  Y^  owning  only  10  per  cent,  of  Company  X, 
should  continue  its  investment  at  cost  price.  If  this  practice  is  followed,  the  w^ork- 
ing  papers  appear  as  in  Illustration  44. 
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Consolidated  Wohking  Papeks 


Cash,  otp 

Investment  in  Company  V  . 

Eliminate  90%  of  $73,r)26 
Investment  in  Company  X  . 

Eliminate  10%  of  $li30,264 


Company 
X 


sr),(X)0 

60,203 


Company 
Y 


Elimina- 
tions 


()(),000 

13,626 


Liabilities  . 
Capital  Stock: 
Company  X    . 
Eliminate  10% 
Consolidate . 
Company  Y. 
Eliminate  90%. 
Minority  10% 
Surplus: 

Company  X    . 
Eliminate  10% 
Consolidate. 


Company  Y. 
Eliminate  90%. 
Minority  . 


151,263 


15,000 
100,000 


36,263 


Conpolidatcd 

Balance 

Sheet 


73,626 


r)(),()()o 


23,626 


151,263 


73,626 


66,263 
13,626 


145,000 


■  • 


79,889 


10,000 
45,000 


3,626 


21,263 


79,889 


iLLraXRATION    43 

Consolidated  Working  Papers 


145,000 


15,000 


90,000 
5,00().U' 


32,637.S 

•  •  • 

2,363.U" 


145,000 


Cash,  etc 

Investment  in  Company  Y  .      .      . 
Eliminate  90%  of  Capital  Slock 

Surplus 

Negative  Surplus 

Investment  in  Company  X  .      .      . 
Eliminate  10%  of  Capital  Stock     . 


Liabilities 

Capital  Stock: 

Company  X 

Eliminate  10%    . 
Consolidate  90%    .      .      . 
Company  Y       .... 
EHminate90%.      .      .      . 
Minority  10%     .      .      . 
Surplus: 

Company  X 

Company  Y 

Eliminate  90%.      .      .      . 
Minority  10%  of  $23,626 
Consolidate 


♦Deficit. 


Company 
X 


85,000 
66,263 


151,2«)3 


15,000 
100,000 


36,263 


151,263 


Company 
Y 


()(),000 


10,000 


ro.ooo 


50,000 


20,000 


70,000 


Elimina- 
tions 


45,000 
18,000 


10,000 


73,000 


10,000 
45,000 


18,000 


73,000 


Consolidafod 

Balance 

Sheet 


145,000 


3,263*S' 


148,263 


15,000 


9(),()(M) 

5,0003/ 
36,263*S 


•  • 


2,363.U 
3()3**S' 


148,263 
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Consolidated  balance  sheets  prepared  from  the  foregoing  three  sets  of  working 
papers,  Illustrations  42,  43,  and  44,  are  identical  except  that  the  first  exhibits  an 
$11,000  consolidated  goodwill  with  a  corresponding  increase  in  surplus. 

It  may  be  assumed  that  during  the  next  year  the  two  companies'  books  reveal: 

Company  X  Company  Y 

Profits  from  operations S  20,000  S  8,000 

Dividends  from  X  10% LOOU 

Dividends  from  Y  30% I'^^^OO  .      

$  33,500  S  9,000 

and  that  the  balance  sheets  are  as  follows: 

Company  X  Company  Y 

Cash,  etc SI  13,500  S64,000 

Investment  in  Company  Y 52,763  lonm 

Investment  in  Company  X ^^'^^ 

$166,263  $74,000 

Liabilities  S  20,000  $10,000 

Car  ital  Stoek  100,000  50,000 

Septus  .•/.■. 46,263  14,000 

$166,263  $74,000 

Computations 

Company  X  Company  Y 

Net  Worth  per  Books ^4o'??q  ^?n'^ 

Less  Investments 52,763  ^^'^^^ 

Net  Assets  other  than  Investments      .      .      .  $  93,500  $54,000 

The  actual  net  worth  is  calculated  as  follows: 

Let  x  =  actual  worth  of  Company  X 
7j  =  actual  worth  of  Company  Y 

Then: 

(1)  X  =.9?/4-$93,500 

(2)  y  =.lx+$54,000 

(3)  X  =. 9^/4- $93,500 

(4)  .09a;  =.9?/- $48,600  .9  of  (2) 

(5)  M^  =        $142,100  (3) -(4) 

(6)  X  =$156,154 

(7)  «  =$54,000+. 1($156,154) 

(8)  y  =$69,615 

Company  X  Company  Y 

Actual  Net  Worth S156,l^  $69,615 

Capital  Stock 100,000  50,000 

Surplus S  56,154  $19,615 


Illustration  44 
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Journal  Entry  on  Company  X  Books 

Investmont  in  Company  Y $  9,891 

8urj)lus 

To  set  up  increase  in  net  worth  arising 
from  increase  in  value  of  investment 
in  stock  of  Comjjany  Y. 

Computed  Sin-[)lus $50,154 

Surplus  per  Books 4(),2()3 


$  9,891 


Increase $  9,891 


The  Consolidated  Working  Papers  are  as  shown  in  Illustration  45,  and  the 
Consolidated  Balance  Sheet  in  Illustration  40. 

Consolidated  Working  Papers 


Cash,  etc 

Investment  in  Com[)any  Y   . 

Eliminate  90';(;  of  Capital  Stock 
Surplus 


Negative  Surplus 

Investment  in  ('oni{)any  X   . 

Eliminate  lO'^i  of  Capital  Stock 


Company 
X 


113,500 
(V2,()54 


Company 
Y 


()4,()0() 


10,000 


Elimina- 
tions 


Liabilities  . 

Capital  Stock: 
Company  X 
Eliminate  10^'^- 


T 


Consolidate  90^0 
Company  Y. 
Eliminate  90%. 
Minority  10%     . 
Surplus: 

Company  X    . 
Company  Y     .      .      . 


Eliminate  90%.      .      .      , 

Minority  10%  of  $I9,()15 

Consolidate 


176,154 


2(),0()() 
100,000 


56,154 


♦Deficit. 


176,154 


74,(M)0 


10,000 


50,000 


M,0(X) 


74,000 


45.000 
12,000 


10,000 


G7,t')0{) 


Con.solidat(Mi 
H.'il;ince 

Sheet 


177,500 


•  • 


5,054>S: 


1S2,554 


10,000 
45,000 


12,()()0 


Computations  to  nearest  dollar. 

Illustration  45 

COMPANY  X   AND  SUBSIDIARY  COMPANY    Y 
Consolidated  Balance  Sheet 

(Two  years  after  acquisition) 


67,600 


30,000 


90,000 

5,(X)0iV/" 
56,154*? 


562**S 


182,554 


Assets: 


Cash,  etc. 


Liabilities  anil  Capital: 

Lial)ilities 

Minority  Interest 
Capital  Stock     .... 
Surplus 


$  30,000 

(),9()2 

90,000 

50,538 


$177,500 


Illustration  46 
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QUESTIONS  AND  PROBLEMS 

Answers  and  solutions  to  the  following  questions  and  problems  are  now  to  be  prepared  by 
you  after  careful  study  of  the  foregoing  chapter.  Any  good  quality  of  paper  on  which  your  work 
will  appear  neat  and  legible  may  be  used. 

(1)  The  balance  sheet  of  Company  M,  a  holding  company,  contains  as  an 
asset,  Company  O  Current  Account,  $62,000.  As  of  the  same  date,  Company  O 
revealed  a  liability.  Company  M  Current  Account,  $60,000.  What  might  be  the 
cause  of  the  discrepancy?  How  should  such  facts  be  handled  in  preparing  a  con- 
solidated balance  sheet? 

(2)  Company  H  owns  90  per  cent,  of  Company  S  and  70  per  cent,  of  Company 
T.     These  interests  were  acquired  in  1928. 

On  July  1,  1933,  Company  S  sold  certain  equipment  to  Company  H  at  a  profit 
of  $15,000.  Company  H  has  continued  the  asset  on  its  books  at  the  price  paid 
to  Company  S,  namely  $120,000.  Depreciation  is  at  the  rate  of  10  per  cent, 
annually. 

How  should  these  facts  appear  in  consolidated  working  papers  at  June  30, 

1934? 

(3)  Assume  the  essential  facts  stated  in  Question  2  and  answer  the  question 
on  the  assumption  that  the  equipment  was  sold  by  Company  H  to  Company  S. 

(4)  Again  refer  to  Question  2.  Indicate  the  consolidated  working-paper 
treatment  of  the  facts  if  the  equipment  had  been  sold  by  Company  T  to 
Company  S. 

(5)  Company  A  purchased  90  per  cent,  of  the  stock  of  Company  B  at  January 
1,  1934,  paying  $140,000  therefor.  At  that  date.  Company  B  had  capital  stock  of 
$100,000  and  surplus  of  $50,000.  During  the  year.  Company  B  made  a  profit  of 
$25,000  and  at  the  end  of  the  year  declared  and  issued  a  stock  dividend  of  $40,000. 
Company  A's  investment  is  carried  at  cost.  Set  out  the  above  facts  in  con- 
solidated working-paper  form. 

(6)  Company  A  owns  80  per  cent,  of  the  capital  stock  of  Company  B.  When 
this  interest  was  acquired,  the  balance  sheet  of  Company  B  showed  capital  stock 
of  $400,000  and  surplus  of  $160,000.  The  purchase  price  of  the  stock  was  $470,000. 
On  December  31,  1934,  the  holding  company  sold  1,600  shares  of  Company  B  stock 
for  $150,000  cash.  At  this  date  the  subsidiary  had  capital  stock  of  $400,000  and 
surplus  of  $60,000.     The  investment  was  carried  on  the  books  of  Company  A  at 

current  value. 

Give  the  journal  entry  to  record  the  sale.  What  is  the  effect  on  the  consoli- 
dated goodwill? 
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(7)  Company  M  owns  80  per  cent,  of  the  capital  stock  of  Company  N.     On 
July  1, 19 Company  N  recorded  the  sale  of  its  G-per-cent.  10-year  bonds  as  follows: 

Cash $91,000 

Bond  Discount  and  Expense 9,000 

Bonds  Payable $100,000 

On  the  same  date,  Company  M  recorded  the  purchase  of  $15,000  par  value 
of  this  issue: 

Bonds  Owned $13,650 

Cash $  13,650 

Interest  is  payable  July  and  January  first. 

Set  forth  the  above  facts  as  they  should  appear  in  consolidated  working  papers 
for  December  31  of  following  year. 

(8)  Following  are  the  balance  sheets  of  Companies  II  and  S  at  December  31, 
1934: 

COMPANY  H 


Current  Assets. 
Fixed  Assets  . 
Investment  in  Co.  S 


$  :30,0(K) 
50,(K)0 
30,(X)0 

$110,000 


Current  Lial)ilities 
Capital  Stock 
Surplus. 


$  14,000 
80.000 
16,000 

$110,000 


COMPANY  S 

Current  Assets 

Fixed  Assets 

Investment  in  Co.  II  . 
Deficit 

$20,0(X) 

22,  (MX) 

S,(XX) 

2,000 

$52,(XK) 

Current  Liabilities      .... 
Mortgage  Payable  .... 
Capital  Stock 

S12,(X)0 
20,000 
20,000 

S52,000 

The  investment  of  Company  S  in  Company  II  represents  a  10-per-cent. 
interest  acquired  some  10  years  ago  when  Company  H  was  organized. 

The  investment  of  Company  11  in  Company  S  represents  an  80-per-cent. 
interest  acquired  when  the  book  value  of  Company  S'  stock  was  150. 

From  the  foregoing  information  prepare  consolidated  working  papers  and  a 
consolidated  balance  sheet  at  December  31,  1934.     Show  all  computations. 

Look  over  your  answers  and  solutions  to  the  above  questions  and  problems  and  immediately 
send  them  to  the  Schools  for  correction. 
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CHAPTER  V 
CONSOLIDATED  PROFIT  AND  LOSS  STATEMENTS 

28.  Purpose. — The  holding  company  wishes  to  know  the  gains  or  losses  of 
the  consolidation.  The  consolidated  profit  and  loss  statement  is  designed  to  set 
forth  this  information.  It  may  be  prepared  from  either  the  trial  balances  or  the 
profit  and  loss  statements  of  the  related  companies  together  with  certain  other 
data.  The  statement  reveals  not  only  the  profit  or  loss  for  the  period  but  also  the 
distribution  of  this  amount  between  the  consolidation  and  the  various  minority 
interests. 

29.  Combinations  and  Eliminations. — In  preparing  the  consolidation's 
profit  and  loss  statement,  recourse  is  had  to  working  papers  not  unlike  those  already 
presented.  Like  items  among  the  nominal  accounts  are  combined.  Intercompany 
items,  such  as  sales  and  purchases,  interest  earned  and  interest  expense,  etc.,  are 
eliminated.  The  final  result  should  be  restricted  to  those  items  which  reflect  trans- 
actions between  the  consoHdation  and  parties  outside  the  consoUdation. 

Intercompany  profits  in  inventories  must  be  recognized  and  adequate  reserves 
established  to  avoid  the  anticipating  of  unrealized  profits.  The  computation  of 
the  amount  of  the  reserve  for  profits  in  the  inventories  at  the  close  of  the  fiscal 
period  has  already  been  presented.  The  offsetting  debit  was  made  to  the  surplus 
account  of  the  holding  company.  This  procedure  w^as  justified  by  the  fact  that 
the  surplus  account  was  overstated  through  having  been  credited  with  overstated 
profits  for  the  period  just  closed.  If,  however,  the  consolidated  profit  is  correctly 
stated,  the  surplus  of  the  holding  company  will  not  be  inflated,  and  consequently 
it  would  be  improper  to  reduce  the  surplus  in  setting  up  the  reserve.  To  reduce 
the  profit  to  the  amount  actually  earned,  the  closing  inventories  should  be  reduced 
to  cost  price  to  the  consolidation.  This  results  in  an  increase  to  the  cost  of  goods 
sold.     The  w^orking-paper  adjustment  debits  cost  of  goods  sold  and  credits  the  reserve. 

The  inventories  at  the  beginning  of  the  year  are  treated  in  the  opposite  manner. 
It  will  be  realized  that  the  opening  inventories  ''per  books  of  the  respective  com- 
panies" are  overstated  in  so  far  as  cost  to  the  consolidation  is  concerned  if  they  con- 
tain intercompany  profits.  These  inventories  are  used  as  debits  in  determining 
the  cost  of  goods  sold  for  the  period  under  review\  To  avoid  overstating  the  con- 
solidated cost  of  goods  sold,  an  adjustment  is  made  crediting  cost  of  goods  sold 
and  debiting  the  surplus  of  the  holding  company.  It  should  be  realized  that  the 
Reserve  for  Intercompany  Profits  in  Inventories  appears  in  the  working  papers 
and  on  the  consolidated  balance  sheet.  This  reserve  is  not  a  ledger  account.  It  is  a 
working-paper  segregation  of  a  part  of  the  holding  company's  surplus.  Set  up  at 
the  close  of  the  period,  it  is  a  valuation  account  for  the  inventories.  The  same 
amount  must  be  taken  (a  year  later)  from  the  same  inventories  but  these  inventories 
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will  then  be  re<i;ar(led  as  the  opening  inventories  of  the  period  then  closing.  At  this 
time,  as  stated,  an  adjustment  will  be  made  crediting  cost  of  goods  sold  and  debit- 
ing the  surplus  of  the  holding  comi)any. 

Occasionally  it  is  necessary  to  make  adjustments  for  items  in  transit.  For 
example,  the  records  of  Company  A  may  show  purchases  of  SI ()(),()()()  from  ( 'ompany 
B.  The  books  of  B,  on  the  other  hanil,  may  reveal  sales  to  A  of  Si  15,000,  the  dis- 
crepancy arising  from  the  fact  that  B  has  shipped  goods  not  yet  received  by  A. 
The  consolidated  working  papers  must,  then,  contain  an  adjustment  of  A's 
books,  debit inii;  Purchases  and  crediting  the  account  with  Company  P.  A 
second  situation  recpiiring  similar  treatment  may  arise  if  one  member  of  the 
consolidation  owns  securities  issued  by  another  member.     Assume   that  Com- 

COMPANIES  A,  B,  AND  C 
Trial  Balances 


Del)  it. s 

Cash 

Custoniors 

Notes  Rcccivahle.      .      . 
Advances  to  Subsidiarios  . 
Inventories      .      . 
Plant  and  Equipment  . 

Land 

Investment  in  Com{)any  B     . 
Investment  in  Company  C  . 

Bonds  Owned 

Bond  Sinkint?  Fund  . 

I^ond  Discount 

Organization  Expense     . 
Prepaid  Insurance  .      .      .      . 

Purclias(\s 

Selling  Expense 

Administrative  Expense. 

Bond  Int{>rest 

Dividends  Paid    .... 


Credits 
Accounts  Payable  .  .  .  . 
Notes  Payable  .  . 
Notes  Receivable  Discounted 
Advances  from  Company  A. 
Bonds  Payable  .  .  .  .  . 
Reserve  for  De{)reciation      . 

Capital  Stock 

Reserve  for  Sinking  Fund    . 
Reserve  for  Contingencies 

Surplus 

Sales 

Bond  Inter(>st  Iiunmie     . 
Sinking  Fund  Income  . 
Dividends  Received  . 


Company  A 


$ 


9.00.", 

1(),(M)() 

(),(M)0 

7,(M)() 

4, SIM) 

40,(KM) 

2,5(X) 

31,4IK) 

14,500 

5, (KM) 

ir,,ooo 

l,oO() 


4  so 
40,000 

i7,r)(M) 

13,0S0 

S'if) 
5,000 


$220,400 


S 


o,;ioo 

3,000 
1,000 


30,(H)0 

5,500 

50,000 

15,(M)() 

3,000 

17,S25 

89,()2() 

235 

450 

4,560 


$229,490 


Company  H 


S  22,571 

10,200 

3,500 


6,000 

28,(MX) 

3,800 


8,500 


3,500 

520 

54, (KK) 

10,500 

12,120 

450 

4.500 


$168,161 


S     7,000 


4,0(M1 
10.000 

S,5()0 
30,000 


1,000 

12,605 

94,631 

425 


$168,161 


Company  C 


S     6,3()0 

10,500 

3,000 


3,600 

35,000 

1,000 


1,500 

3S0 

43,800 

9,500 

8,300 
250 

1,(HX) 


$124,790 


$     6,700 


2,500 

2,000 

5,(XK) 

16,500 

20,000 


2,250 
69,750 


$124,790 


u- 
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pany  X  owns  S10,000  worth  of  the  preferred  stock  of  Company  Y,  and  that, 
on  December  5,  the  directors  of  Company  Y  declare  a  dividend  of  4  per  cent, 
on  this  issue,  payable  December  28  to  stockholders  of  record  December  20. 
On  the  last-named  date,  Company  X  recognizes  the  dividend  by  debiting  Divi- 
dends Receivable  and  crediting  Income  from  Investments,  and  the  former  account 
appears  in  the  December  31  trial  balance  at  $400.  Since  Company  Y  has  paid  its 
declared  dividend  on  December  28,  no  Dividends  Payable  account  exists  against 
which  the  Dividends  Receivable  on  Company's  X's  books  may  be  eliminated.  The 
books  of  Company  X  must  be  adjusted  by  a  debit  to  Cash  in  Transit  and  a  credit 
to  Dividends  Receivable. 

If,  however,  Company  X  does  not  recognize  the  dividend  declaration  prior 
to  taking  off  the  December  31  trial  balance,  there  results  an  understatement  of 
both  current  assets  and  income  for  the  year.  In  such  case,  adjustment  is  made  by 
debiting  Cash  in  Transit  and  crediting  Income  from  Investments. 

30.  Illustrative  Problem  No.  1.— The  trial  balances  of  Companies  A,  B,  and  C 
at  December  31,  1932,  are  shown  in  Illustration  47.  Following  are  additional 
data: 

Additional  Data: 

1.  Investments  in  other  companies  are  carried  at  cost.  The 
investment  in  Company  B  represents  an  80-per-cent.  interest 
purchased  December  31,  1928,  when  Company  B  had  capital 
stock  of  $30,000  and  surplus  of  $8,000.  The  investment  in 
Company  C  was  acquired  January  1,  1932,  when  that  company 
had  capital  stock  of  $20,000  and  surplus  of  $4,600.  It  is  a 
GO-per-cent.  interest. 

2.  Dividends  were  declared  October  1,  payable  October  31,  to 
stockholders  of  record  October  15  as  follows:  Company  A,  10 
per  cent.,  Company  B,  15  per  cent.,  Company  C,  8  per  cent. 


3.  Bonds  Payable  are: 

Company  A 
Company  B  . 
Company  C 


Time 
.  20  years 
10  years 
.  20  years 


Rate 

5% 


Interest  Date 
Jan. -July 
Apr.-Oct. 
May-Nov. 


4.  Company  A  owns  $3,000  worth  of  Company  B's  bonds  and 
$2,000  worth  of  Company  C's  bonds.  Company  B  owns  $8,500 
worth  of  the  bonds  of  Company  C. 

5.  Company  A's  bonds  were  sold  at  90.  The  discount  is  being 
accumulated  on  a  straight-line  basis.  The  bonds  of  companies  B 
and  C  were  sold  at  par. 

6.  Company  A's  annual  contribution  to  its  sinking  fund  is  $1,500. 
Deposits  are  made  in  cash  on  January  1. 
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7.  Intercompany  sales  were: 

Company  B  to  Company  A         $30,000 

Company  C  to  Company  A $10,000 

Company  C  to  Company  B         $20,000 

8.  Inventories  December  31,  1932: 

Company  A $5,000 

Company  B $5,500 

Company  C $4,000 

9.  On  January  1,  1932,  the  inventory  of  Company  A  contained 
goods  on  which  Company  B  had  made  a  profit  of  $500  and  goods 
on  which  Company  C  had  made  a  profit  of  $200. 

10.  Intercompany  profits  in  inventories  December  31,  1932,  were: 

Company  A $250  profit  to  Company  B 

$300  profit  to  Company  C 
Company  B $350  profit  to  Company  C 

11.  Accounts  receivable  of  Company  C  contain  $3,000  due  from 
Company  A  and  $2,500  due  from  Company  B. 

12.  The  notes  receivable  discounted  account  on  the  books  of  Com- 
pany C  represents  one  note  of  $2,500  issued  by  Company  A  in 
payment  for  goods  purchased.  There  are  no  other  intercompany 
notes. 

13.  Insurance  unexpired  December  31,  1932: 

Company  A $340 

Company  B $410 

Company  C $220 

14.  Depreciation  on  plant  and  equipment  is  8  per  cent,  per  annum. 

15.  On  January  1,  1931,  Company  B  sold  certain  equipment  to 
Company  A  for  $2,000  and  on  this  sale  realized  a  profit  of  $400. 
The  asset  is  still  carried  in  the  plant  account  at  $2,000. 

16.  On  December  30,  1932,  Company  B  forwarded  to  Company  A  a 
check  for  $1,000  in  partial  repayment  of  advances  received 
from  the  parent  company. 

17.  It  has  been  customary  for  Company  B  to  write  off  each  year 
$500  from  its  Organization  Expense  account  balance. 

18.  Disregard  all  income  taxes. 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 
Consolidated  Balance  Sheet 
Balance  31,  1932 


Assets 
Current  Assets: 

Cash 

Customers 

Notes  Receivable.     .     . 
Less  Discounted  Notes 


Inventories 

Intercompany  Profit  Provision 


Total  Current  Assets 


Fixed  Assets: 

Plant  and  Equipment  .      .      . 
Intercompany  Profit  Provision 


Reserve  for  Depreciation 
Land 


Total  Fixed  Assets 
Bond  Sinking  Fund . 
Prepaid  and  Deferred  Items: 

Unexpired  Insurance    . 

Bond  Discount     . 

Organization  Expense  . 


Total, 
Goodroill 


Total  Assets , 


Liabilities  and  Capital 
Current  Liabilities: 

Accounts  Payable 

Accrued  Interest  on  Bonds     . 
Notes  Payable 


$  10,000 
1,000 


$  14,500 
590 


00 
00 


00 
00 


$103,000 
320 


$102,680 
38,714 


Total  Current  Liabilities 

Fixed  Liabilities: 

Bonds  Payable 

Minority  Interest  (See  schedule,  Illustration  50)    . 
Capital: 

Capital  Stock 

Surplus  (including  the  holding  company's  share  of 
appropriated  surplus  of  the  subsidiary 
companies) 


Net  Worth 


00 
00 


00 
40 


$  39,836 
25,200 

9,000 
13,910 


$  63,965 
7,300 


00 
00 

00 


00 


60 
00 


970 
1,425 
4,500 


$17,590 

800 

3,000 


00 
00 
00 


00 
00 
00 


$  50,000 


57,845 


00 


40 


$  87,946 


00 


71,265 
15,000 


6,895 
740 


$181,846 


$  21,390 

31,500 
21,111 


60 
00 


00 
00 

60 


107,845 


$181,846 


00 

00 
20 


40 
60 


Illustration  49 
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Schedule  of  Minority  Interests 

Total  Company  B  Company  C 

Capital  Stock $14,000.00  $6,000.00  $8,000.00 

Reserve  for  Contingencies      ....            200.00  200.00 

Surplus 1,781.00  1,521.00  260.00 

Current  Profits 5,130.20  3,014.20  2,116.00 

$21,111.20  $10,735.20  $10,376.00 

Illustration  50 

Note. — The  total  minority  interest  may  be  determined  from  the  working  papers   (items 
marked  M)  as  follows: 

Credits: 

Capital  Stock $14,000.00 

Surplus 3,321.00 

Profits 5,130.20 

Reserve  for  Contingencies 200.00 

Total $22,651.20 

Debits: 

Dividends  Paid 1,540.00 

Minority  Interest $21,111.20 

From  the  foregoing  material  the  following  working  papers,  schedule,  and 
statements  are  prepared: 

1.  Consolidated  Working  Papers  from  Trial  Balances  (Illustra- 
tion 48.) 

2.  Consolidated  Balance  Sheet  (Illustration  49). 

3.  Schedule  of  Minority  Interests  (Illustration  50). 

4.  Consolidated  Profit  and  Loss  Statement  (Illustration  51). 

5.  Consolidated  Surplus  Statement  (Illustration  52). 

6.  Consolidated  Profit  and  Loss  Working  Papers  (Illustration  53). 

7.  Consolidated  Cost  of  Goods  Sold  Working  Papers  (Illustration 
54). 

8.  Consolidated  Surplus  Working  Papers  (Illustration  55). 

9.  Consolidated  Balance  Sheet  \\'()rking  Papers  (Illustration  56). 
Note. — Items  6-9,  inclusive,  are  alternatives  to  item  1. 

Explanation  of  Adjusting  Entries: 

A  To  set  up  accrued  interest  on  bonds  and  to  amortize  bond  dis- 
count. 

B  To  set  up  accrued  interest  receivable. 

C  To  set  up  inventories  at  December  31. 

D  To  reduce  consolidated  surplus  as  of  January  1  and  to  reduce 
cost  of  goods  sold  in  1932  by  the  amount  of  intercompany 
profit  in  inventories  at  January  1,  1932  (80%  of  S500  =  $400). 
No  adjustment  is  made  for  the  $200  profit  to  Company  C,  since 
the  transactions  resulting  in  this  gain  were  completed  prior  to 
the  date  on  which  Company  xV  made  its  investment  in  Company 
C. 
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E  To  increase  cost  of  goods  sold  in  1932  and  to  establish  a  reserve 
for  the  amount  of  intercompany  profits  in  inventories  at  Decem- 
ber 31,  1932: 

80%  of  $250  -  $200 
60%  of  $650=  390 

Total  $590 

F  To  set  up  insurance  expense  for  1932. 

G  To  set  up  depreciation  expense  for  1932. 

H  To  set  up  reserve  for  intercompany  profit  in  equipment: 

Profit  to  Company  B $400 

Company  A's  share,  80%    ....        320 

J  To  remove  from  consolidated  expense  that  portion  of  deprecia- 
tion expense  resulting  from  the  overstatement  of  the  value  of  the 
asset  acquired  by  Company  A  from  Company  B : 

Sale  price $2,000 

8% $160.00 

Cost  to  Make $1,600 

Minority  Profit  20%  of  $400    .  80 

Cost  to  Consolidation       .      .      $1,680 

8%  134.40 

Adjustment $  25.60 

K  To  set  up  cash  in  transit  and  to  reduce  advances  to  subsidiaries. 
M  To  amortize  $500  of  Company  B's  organization  expense. 

Explanation  of  Intercompany  Eliminations: 

a-d  Inclusive.     Investments  and  net  worth. 
e  Dividends  received  and  paid. 
/  Interest  income  and  expense. 
g  Accrued  interest  receivable  and  payable. 
h  Sales  and  purchases. 
j  Receivables  and  payables. 

k  Notes  receivable  and  notes  receivable  discounted, 
m  Advances. 
n  Bonds  owned  and  bonds  payable. 

When  consolidated  w^orking  papers  are  prepared  from  trial  balances,  it  is 
necessary  to  determine  the  net  profit  (or  loss)  of  each  subsidiary  before  the  minority 
interest  in  the  profits  can  be  exhibited  in  the  Consolidated  Balance  Sheet  column 
of  the  working  papers.  See  the  consoHdated  profit  and  loss  working  papers, 
Illustration  53. 
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The  detail  shown  in  Illustration  50  can  be  obtained,  likewise,  from  the  trial 
balance  working  papers  except  for  the  distribution  of  the  minority  share  of  the 
profit  between  Companies  B  and  C.  As  has  already  been  in(Hcated,  this  is  usually 
determined  from  profit  and  loss  working  papers.  The  results  could,  of  course,  be 
shown  on  the  trial  balance  working  papers  by  the  addition  of  another  line.  This 
would  introduce  unnecessary  confusion  if  there  were  several  minority  groups. 

COMPANY  A  AND  SrBSIDIARY  COMPANIKS  B  AND  C 

Consolidated  Statement  of  Pkofit  and  Loss 

Year  IOikUhI  Decemlu'r  31,  1932 


$ 


14,(X)0 

82,800 


(K) 
00 


96,800 
13,910 


00 
00 


82,890 


11,111 


37,500 

33,5(K) 

8,214 

410 


00 
00 
40 
00 


3,014 

2,11«) 

2r),0()() 


%     30,196 


'9,624 


$  31,486 
450 


S  31,936 
1,740 


$  30,19() 


20 
(K) 
40 


60 


00 
00 


Sales 

Loss  Cost  of  Goods  Sold: 

Inventories  January  1,  1932 

Purchases 

Goods  Availatile  for  Sale 

Less  Inventories  December  31,  1932    .      .      .      . 

Cost  of  Goods  Sold 

Gross  Margin  on  Sales 

Less  Expenses: 

Sellirif];  I*^x])(^nse 

Administrative  Expense 

Depreciation 

Insurance      

Total 

Net  Operating  Profit 

Add  Other  Income: 
Sinking  Fund  Interest 

Deduct  Other  Expense: 

Interest  on  Bonds  Payable 

Net  Consolidated  Profit  for  the  Year 

Minority  Interest,  Com{)any  B 

Minority  Interest,  Comiiany  C 

Holding  Company,  Com{)any  A 

Total 

Illustration  51 


Alternative  Working  Papers. — As  has  been  indicated,  the  consolidated  state- 
ments may  be  prepared  from  the  financial  statements  of  the  related  companies  plus 
certain  additional  data.  In  Illustrations  53,  54,  55  and  5(),  are  ^iven  consolidated 
working  papers  in  a  form  frequently  used  if  they  are  based  on  the  financial  state- 
ments. The  adjustments  and  eliminations  have  been  keyed  to  a<2;ree  exactly  with 
the  corresponding  items  in  the  workinj^  papers  shown  in  Illustration  48  in  all  except 
the  consolidated  balance  sheet  working  papers. 


$194,001 


00 


40 
60 
00 
()0 
00 


60 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  Surplus  Statement 
Year  Ended  December  31,  1932 
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Balance  January  1,  1932 
Add  Appropriations  for: 
Bond  Sinking  Fund    . 
Contingencies     . 


Adjusted  Balance. 
Add  Net  Profit  for  the  Year , 


Deduct: 

Dividends  Paid 

Organization  Expenses  (Note  1) 
Loss  of  Capital  Assets  (Note  2) 
Provision  for  Intercompany 
Profit  in  Equipment     . 


Balance  December  31,  1932, 


S 


15,000 
3,800 


S 


5,000 

400 

1,410 

320 


00 
00 


00 
00 
00 

00 


$  21,109 


18,800 


S  39,909 
25,066 


S  64,975 


7,130 


00 


00 

00 
40 


40 


00 


$  57,845 


40 


Note  1 . — Company  B  wrote  off  $500  from  its  organization  expense.  The  share  of  the  consolidation  is  80  per  cent, 
or  $400. 

NoTK  2. — The  problem  i?  silent  in  regard  to  the  exact  reason  for  this  charge.  It  advises  that  Company  C,  at 
date  of  t)ie  acquisition  of  Comi)aiiy  A's  interest  (January  1,  1932),  had  surplus  of  $-1,600  and,  further,  that  dividends 
of  $1,600  were  paid,  tliup  reducing  the  surplus  to  $3,000.  Company  C's  trial  balance  of  December  31,  however,  shows 
a  surplus  of  only  $650  (after  deduction  of  dividends  paid).  The  difference  of  $2,350  has  been  set  down  as  a  loss  of 
capital  assets.  It  could  as  easily  be  a  loss  resulting  from  a  damage  suit,  a  correction  of  the  profits  of  previous  periods, 
the  amortizing  of  goodwill,  or  from  some  other  reason  for  a  surplus  charge.  The  consolidation's  share  of  the  loss  is 
60  per  cent,  of  $2,350,  or  $1,410. 

Illustration  52 

31.  Illustrative  Problem,  No.  2. — Not  infrequently  the  organization  of 
a  holding  corporation  is  more  complicated  than  that  indicated  in  Illustrative 
Problem  No.  1.  A  complicating  factor  arises  when  one  subsidiary  company  has 
an  investment  in  the  stock  of  a  second  subsidiary  company.  Usually  the  invest- 
ment of  the  first  subsidiary  is  a  relatively  small  percentage  of  the  stock. 

Actually,  few  changes  in  procedure  need  be  employed  because  one  subsidiary 
owns  part  of  the  capital  stock  of  another.  The  following  illustration  is  based  on 
the  trial  balances  of  Companies  A,  B,  and  C  as  of  December  31,  1932,  Illustration  57, 
together  with  additional  data.  Particular  notice  should  be  taken  of  the  differences 
between  the  solution  to  this  problem  and  the  solution  to  the  problem  given  in 
Art.  30. 

Additional  Data: 

1.  Investments  in  other  companies  are  carried  at  cost.  Company 
A's  investment  in  Company  B  represents  an  80-per-cent.  interest 
purchased  May  25,  1928,  when  that  company  had  capital  stock 
of  $300,000  and  surplus  of  $80,000.  Company  A's  investment 
in  Company  C  was  acquired  January  1,  1932,  when  Company  C 
had  capital  stock  of  $200,000  and  surplus  of  $46,000.  It  is  a 
60-per-cent.  interest.  On  June  30,  1931,  Company  B  bought 
600  of  Company  C's  2,000  outstanding  shares.  Company  C  had 
a  surplus  of  $30,000  on  that  date. 
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2.  Dividends  were  declared  June  20,  payable  July  10  to  stockholders 
of  record  June  30,  as  follows:  Company  A,  10  per  cent.; 
Company  B,  15  per  cent.;  Company  C,  8  per  cent. 

3.  Bonds  Payable  are:  xime  Rate        Interest  Date 

Company  A    ....     20  years  5%  Jan.-July 

Company  B 10  years  6%  April-Oct. 

Company  C    ....     20  years  6%  May-Nov. 

4.  Company  A  owns  $30,000  of  the  bonds  of  Company  B  and 
$20,000  of  the  bonds  of  Company  C.  Company  B  owns  $10,000 
of  the  bonds  of  Company  C. 

5.  Company  A's  bonds  were  sold  at  95.  The  discount  is  being 
accumulated  on  a  straight-line  basis. 

6.  Annual  sinking  fund  requirements  are:  Company  A,  $15,000; 
Company  C,  $2,500.  These  are  deposited  January  1  and  May  1, 
respectively. 

7.  Intercompany  sales  were: 

Company  B  to  Company  A $300,000 

Company  C  to  Company  A    .      .      .      .      .      .       $100,000 

Company  C  to  Company  B $200,000 

8.  Inventories  December  31,  1932: 

Company  A $43,000 

Company  B $55,000 

Company  C $40,000 

9.  Intercompany  profits  in  inventories  December  31,  1932  were: 

Company  A $2,500  profit  to  Company  B 

$3,000  profit  to  Company  C 
Company  B $3,500  profit  to  Company  C 

10.  On  January  1,  1932  the  inventory  of  Company  A  contained  goods 
on  which  Company  B  had  made  a  profit  of  $4,000  and  goods  on 
which  Company  C  had  made  a  profit  of  $1,200. 

11.  Accounts  Receivable  of  Company  C  contain  $40,000  due  from 
Company  A  and  $15,000  due  from  Company  B. 

12.  Notes  Receivable  Discounted  of  Company  C  represents  one 
$25,000  note  issued  by  Company  A  in  payment  for  goods  pur- 
chased.    There  are  no  other  intercompany  notes. 

13.  Insurance  unexpired,  December  31,  1932: 

Company  A $3,400 

Company  B %\,im 

Company  C ^^.200 

14.  Depreciation  on  plant  and  equipment  is  10  per  cent,  per  annum. 
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lOG  CONSOLIDATED   PROFIT   AND   LOSS   STATEMENTS 

15.  On  January  1,  1931,  Company  R  sold  certain  oqiiipment  to 
Company  A  for  S20,000.  On  this  sale  a  profit  of  $4,000  was 
made.     The  asset  is  still  carried  in  the  plant  account  at  $20,000. 

IG.  On  December  30,  1932,  Company  B  forwarded  to  Company  A 
a  check  for  $10,000  in  partial  repayment  of  advances  received 
from  the  parent  company. 

17.  It  has  been  the  custom  of  Company  B  to  write  off  each  year 
$10,000  of  its  Organization  Expense  account  balance. 

18.  Disregard  all  income  tax  computations. 

COMPANIES  A,  B,  AND  C 

Trial  Balances 

Decenil)er  31,   1932 


Cash 

Customers 

Notes  Receival  )le       .      . 
Advances  to  Subsidiaries  . 

Inventories 

Plant  and  Equipment 

Land    .      .      

Investment  in  Company  B 
Investment  in  Company  C  . 
Bonds  Owned    .... 
Bond  Sinking  Fund  . 
Bond  Discount. 
Organization  Experse 

Purchases 

Selling  Expenses  .... 
General  Expense     . 
Bond  Interest.      .... 
Insurance  Prei)aid  . 


Crcditfi 
Accounts  Payable 

Notes  Payable 

Advances  from  Company  A 
Notes  Receivable  Discounted 
Bonds  Payable     •    .  •  .    • 
Reserve  for  Depreciation  . 

Capital  Stock 

Reserve  for  Sinking  Fund. 
Reserve  for  Contingencies    . 

Surplus 

Sales 

Bond  Interest  Income . 
Sinking  Fund  Income      . 
Dividends  Received     .      .      . 


Company  A 


s 


99,or)() 

10(),()0() 

oo.ooo 

70,000 

48,000 
400,000 

2r),0(K) 
314,(X)0 
145,000 

50,000 

150,(XX) 

7,125 


450,000 
175,(MM) 
130,S(X) 

7,875 
4,800 


$2,236,G50 


73,000 
50,(XK) 


10,000 
3(K),(K)0 

55,0(K) 
5fK),0(K) 
150,(KM) 

30,(M)0 

120,0(K) 

S9(),200 

2,350 

4,5(X) 

45,()00 


$2,236,650 


Illustkation  57 


Company  H 


•S    225,710 

102,000 

35,000 

'60,()00' 
280,(X)0 
38,000 


75,0(X) 
lO.(KM) 


35,000 

540,000 

105,(M)0 

121,200 

4,500 

5,2(  0 


Company  C 


S      63,000 

105,000 

30,000 

'3(),000' 
350,000 
10,(XX) 


10,000 

15,000 

438,000 

95,000 

83,000 

2,500 

3,800 


SI, 636,610 


$1,241,900 


5       70,000 
40,000* 

10(),(X)() 

85,(K)0 

300.0(X) 

10,000 

80,000 

946,310 

500 

"  4,800 


$1,636,610 


s 


45,000 
22,500 
20,000 
25,000 
50,(KX) 
165,  (XX) 
2{X),(XX) 
10,000 

'  6,500 ' 
697,500 

400 


$1,241,900 


> 
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COMPANY  A 

Balance  Sheet 

December  31,  1932 


Assets 
Current  Assets: 

Cash 

Customers 

Notes  Receivable S  60,000 

Less  Discounted  Notes 10,000 

Inventory      

Accrued  Interest  Income 

Total  Current  Assets 

Fixed  Assets: 

Plant  and  Equipment $400,000 

Depreciation  Reserve 95,000 

Land 

Total  Fixed  Assets 

Investments: 

Stock  of  Company  B 

Stock  of  Company  C 

Bonds  of  Company  B 

Bonds  of  Company  C 

Advances  to  Subsidiaries 

Total  Investments 

Deferred  and  Prepaid  Items: 

Unexpired  Insurance 

Bond  Discount 

Total 

Bond  Sinking  Fund 

Total  A.ssets 

Liabilities  and  Capital 
Current  Liabilities: 

Accounts  Payable 

Notes  Payable 

Accrued  Bond  Interest 

Total  Current  Liabilities 

Fixed  Liabilities: 

Bonds  Payable 

Capital: 

Caj^ital  Stock 

Surplus: 

Sinking  Fund  Reserve $150,000 

Contingency  Reserve 30,000 

Unappropriated 251,350 

Net  Worth 

Total  Liabilities  and  Capital 


Illusthatiox  58 


$   99,050 
100,000 

50,000 

43,000 
650 


$  305,000 
25,000 


$  314,000 

145,000 

30,000 

20,000 

70,000 


3,400 
6,750 


$   73,000 

50,000 

7,500 


$  500,000 


431,350 


$  292,700 


330,000 


579,000 


10,150 
150,000 


$1,361,850 


S  130,500 
300,000 


931,350 


$1,361,850 
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From  the  foregoing  trial  balances  and  additional  data,  will  be  prepared 

1.  Balance  Sheet  of  Company  A  (Illustration  58). 

2.  Statement  of  Profit  and  Loss  of  Company  A  (Illustration  59). 

3.  Consolidated  Working  Papers  (Illustration  60.) 

4.  Consolidated  Balance  Sheet  (Illustration  61). 

5.  Schedule  of  Minority  Interests  (Illustration  62). 

6.  Consolidated  Statement  of  Profit  and  Loss  (Illustration  63). 

7.  Consolidated  Surplus  Statement  (Illustration  64). 

8.  Consolidated  Profit  and  Loss  Working  Papers  (Illustration  65). 

9.  Consolidated  Cost  of  Goods  Sold  Working  Papers  (Illustration 

66). 
10.  Consolidated  Surplus  Working  Papers  (Illustration  67). 

COMPANY  A 

Statement  of  Profit  and  Loss 

Year  Ended  December  31,  1932 


Sales ' 

Less  Cost  of  Goods  Sold: 

Inventory,  January  1 '^tn  mn 

Purchases 450,000 


Inventory,  December  31, 
Cost  of  Goods  Sold     . 


$    498,000 
43,000 


Gross  Profit  on  Sales 
Less  Expenses: 

Selling  Expense    . 

General  Expense 

Insurance  . 

Depreciation 


Net  Operating  Profit  .      . 

Add  Fmancial  Income: 
Bond  Interest    . 
Sinking  Fund  Income 
Dividends  Received 


$    175,000 

130,800 

1,400 

40,000 


$    896,200 


455,000 


$    441,200 


347,200 


3,000 

4,500 

45,600 


Total      .... 
Less  Financial  Expense 
Bond  Interest     .     . 


Net  Profit  for  the  Year 


$ 


53,100 
15,750 


$      94,000 


37,350 


%    131,350 


Illustration  59 


Explanation  of  Adjusting  Entries: 

A  Intercompany  dividends.  It  should  be  observed  that  the  con- 
solidated surplus  has  not  been  changed  by  the  payment  of  divi- 
dends from  Company  C  to  Companies  A  and  B  and  by  Company 
B  to  Company  A.  (For  the  moment,  the  fact  that  the  minority 
interest  in  Company  B  seems  to  benefit  from  Company  C's 
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dividend  pa3nnent  may  be  ignored.)  These  intercompany 
dividends  are  in  no  sense  income  to  the  consolidation.  The  sur- 
plus of  Company  A  is  wholly  ''consolidated  surplus"  and  usually 
represents  a  major  portion  of  the  consolidated  surplus.  The 
items  marked  S  in  the  Consolidated  Balance  Sheet  column  are 
consolidated  surplus.  As  a  matter  of  convenience  the  dividends 
received  from  subsidiaries  are  transferred  to  the  consolidated  sur- 
plus with  the  surplus  of  Company  A. 

B  Set  up  accrued  interest  receivable  on  bonds  owned. 

C  Set  up  accrued  interest  payable  on  bonds  and  amortize  one- 
fortieth  of  bond  discount. 

D  Set  up  inventories  at  December  31. 

E  Reduce  surplus  at  January  1  and  cost  of  goods  sold  during  1932 
for  intercompany  profits  in  inventories  at  the  beginning  of  the 
fiscal  year  (80%  of  $4,000.)  No  provision  is  made  for  the  $1,200 
profit  earned  by  Company  C  because  the  transactions  resulting 
in  that  profit  were  completed  prior  to  Company  A's  acquiring 
control  of  Company  C. 

F  Set  up  reserve  for  intercompany  profits  in  inventories  December 
31,  1932,  with  a  corresponding  increase  in  the  cost  of  goods  sold 
during  the  year  ended  on  that  date. 


,000 


80  per  cent,  of  $2,500  =  S2,Uu 
90  per  cent,  of  $6,500=   5,850 

Total         $7,850 


G  To  amortize  Insurance  Prepaid  for  the  expense  chargeable  to 
1932  operations. 

H  To  charge  expense  with  depreciation  for  the  year. 

J  To  set  up  reserve  for  intercompany  profit  in  equipment,  80  per 
cent,  of  $4,000. 

K  To  set  up  cash  in  transit  and  to  reduce  advances  to  subsidiaries. 

L  To  amortize  $10,000  of  Company  B's  organization  expense. 

M  Reduce  depreciation  expense  by  10  per  cent,  of  the  $3,200  inter- 
company profit  in  equipment,  thus  placing  depreciation  on  a 
basis  of  ''cost  to  the  consolidation." 

Explanation  of  Eliminations: 

a-e  inclusive.     Intercompany  ownership  for  book  values  acquired 
at  dates  of  acquisitions. 

/  Sales — purchases. 
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g  Recei\'ables — payables. 

h  Notes  receivable — notes  receivable  discounted. 

j  Advance  accounts. 

k  Bonds  owned — bonds  payable.     In  lieu  of  eliminatint!;  the  bonds 
owned,  this  amount  may  be  carried  to  the  Consolidated  Balance 

COMPANY  A 

(Subsidiary  Comi)anies  B  and  C) 

Consolidated  Balance  Sheet 
Doceiiiber  31,  1932 


Assets 

Cash 

Customers 

Notes  Receivable S1()(),()()0 

Discounted  Notes 10,000 


Inventories $13S,(X)() 

Intercompany  Profit  Provision 7,850 

Total  Current  Assets 

Plant  and  Eciuipment    . $1,030,0(M) 

Intercompany  Profit  Provision 3,200 

Reserve  for  Depreciation 


Land 


Total  Fixed  Assets 
Bond  Sinking  Fund     . 
Bond  Discount    . 
Prepaid  Insurance. 
Organization  Expense    . 


Total  Deferred  Items, 
Goodwill 


Total  Assets 


Liabilities  and  Capital 

Accounts  Payable 

Notes  Payable 

Accrued  liond  Inter(\st  Pavable     . 


Total  Current  Liabilities 

Bonds  Payable 

Minority  Interest  (See  Schedule,  Illust ration  ()2) 

Capital  Stock 

Surjilus   (Including  the  holding   company's  share  of  ajipropriated 

sur})his  of  the  subsidiary  companies) 

Reserve  for  Sinking  Fund  (C'o.  A) 

Total  Net  Worth 

Total  Liabilities  and  Capital 


Illustration  61 


$    39S,3r)() 
252,000 

90,000 
130,150 


S1,02(),S0{) 
407,680 


$    (i  19, 120 
73,000 


0.750 

9,7(K) 

40,0(M) 


$    133,0(K) 

72,5{X) 

8,750 


S    5()0,(X)0 

406,808 
150,000 


$    870,510 


692,120 
160,()(K) 


56,450 
13,400 


$1,792,480 


S  214,250 
390,000 
131,362 


SI, 056,868 


$1,792,480 


A 


> 
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Sheet  column.     In  such  case,  the  bonds  appear  on  the  consoli- 
dated balance  sheet  as  treasury  bonds  or  as 

Bonds  Payable $450,000 

Less  intercompany  Holdings.      .      .  60,000 

Outstanding  in  Hands  of  the  Public    .  $390,000 

ni  Bond  interest  income — bond  interest  expense. 
n  Accrued  interest  receivable— accrued  interest  payable. 

Schedule  of  Minority  Interests 
December  31,  1932 


Capital  Stock  .... 
Surplus     ..... 
Reserve  for  Sinking  Fund 
Reserve  for  Contingencies 
Current  Profits 


Totals, 


Total 

$  80,000 

14,650 

1,000 

2,000 

33,712 


$131,362 


Company  B 

$  60,000 
14,000 

2,000 
29,082 


$105,082 


Company  C 

$  20,000 

650 

1,000 

4,630 


$  26,280 


Note.— The  preparation  of  this  schedule  requires  an  analysis  of  the  records  of  the  individual  subsidiary  companies. 

Illustration  62 

COMPANY  A 

(Subsidiary  Companies  B  and  C) 

Consolidated  Statement  of  Profit  and  Loss 

Year  Ended  December  31,  1932 


Sales 

Less  Cost  of  Goods  Sold: 
Inventories,  January  1 
Purchases      .      .      .      . 


Goods  Available  for  Sale.      .      . 
Less  Inventories,  December  31 


Cost  of  Goods  Sold 


Gross  Profit  on  Sales 
Less  Expenses: 

Selling  Expen.ses   . 

General  Expenses 

Insurance^  . 

Depreciation . 


$    140,800 
828,000 


968,800 
130,150 


Total 


Operating  Profit     . 

Less  Net  Financial  Expense 
Bond  Interest  Expense 
Sinking  Fund  Income  . 


Net  Profit  for  the  Year 
Minority  Intt^rest: 
Company  B. 
Company  C    . 


$    375,000 

335,000 

4,100 

102,680 


$1,940,010 


838,650 


$1,101,360 


$ 


21,150 
4,900 


816,780 


$    284,580 
16,250 


Holding  Company's  Share 


Illustration  63 


$  29,082 
4,630 


$  268,330 
33,712 


$  234.618 
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COMPANY  A 

(Subsidiary  Companies  B  and  C) 

CONSOLIDATKD    SuKPLUS    StATKMENT 

Year  Ended  December  31,  1932 


^ 


Balance  January  1,  1932 

Add  Profit  for  the  Year 

Deduct: 

Dividends  Paid $50,000 

Organization  Expenses 8,(KK) 

Loss  of  Capital  Assets 12,150  (B) 

Provision  for  Intercompeny  Profit  in  Eciuipnient 3,2(X) 

Balance  December  31,  1932 


$395,600  (A) 
234,618 


$630,218 


73,350 


$556,868  (C) 


fsjoTE  — (  \)  In(«lu(lo«  holdiii!?  ronipiun's  iippropri  itod  aurphis  and  holding  company's  share  of  appropriated  sur- 
plus of  suiasidiary  coiiipanios.  This  operiitiK  bahuice  is  determined  fn.in  the  first  three  items  m  the  surphis  column 
of  the  working  papers  in  Illustration  67. 

(B)  See  note  explaining  a  similar  item  in  Illustration  52. 

(C)  Includes  appropriated  surplus.  Theoretically  the  consolidation  has  no  appropriations  of  surplus.  These 
are  restricted  to  the  ledgers  and  statements  of  the  individual  corporations.  Occasionally  one  hiids  an  excepticm  to  this 
statement  in  the  showing  of  the  holding  company's  reserve  for  sinking  fund  on  the  ronsnhdatni  hdnnce  sheet  just  as  it 
would  appear  on  the  balance  sheet  of  the  holdint,  company.  See  the  consolidat<>d  halaric..  sheet,  Illustration  49,  the 
holding  company's  balance  sheet,  Illustration  58,  and  the  consolidated  balance  sheet.  Illustration  bl. 

iLLtrSTRATION    64 

Alternative  Working  Papers— In  Illustrations  G5,  66,  and  67,  are  given  alter- 
native working  papers.  These  forms  are  used  principally  when  the  consolidated 
statements  are  prepared  from  the  financial  statements  (and  other  data)  of  the 
companies  in  the  consolidation.  It  should  be  understood  that  these  working 
papers  are  in  lieu  of,  not  in  addition  to,  those  shown  in  Illustrations  60.  To  be 
complete  these  illustrations  should  contain  consolidated  balance  sheet  working 
papers.  The  latter  are  omitted  here  because,  for  balance  sheet  accounts,  they 
would  be  identical  with  the  balance  sheet  items  in  the  working  {)apers  Illustration 
60. 

Comments  on  Illustrative  Problem  2: 

The  working  papers  contained  in  the  solution  to  Problem  2  and  resulting  state- 
ments, Illustrations  58  to  67  inclusive,  exhibit  a  conventional  and  customary 
treatment  of  the  various  factors  involved  in  the  preparation  of  consolidated  state- 
ments. It  has  been  the  intention  of  the  author  to  introduce  a  number  of  the  inter- 
company items  usually  encountered  by  the  practicing  accountant.  It  will  be 
realized  that  a  practical  case  may  produce  additional  detailed  work  without  neces- 
sarily introducing  additional  principles.  Depreciation,  for  example,  has  been 
handled  in  the  problem  through  the  use  of  a  blanket  reserve  for  all  depreciable 
property.  The  practical  case  may  involve  several  depreciation  reserves  each 
evaluating  a  particular  kind  of  depreciable  property  such  as  buildings,  equipment, 
or  fixtures.  The  introduction  of  additional  reserves  would  not  alter  the  accounting 
principles  set  forth  in  the  foregoing  for  the  adjusting  of  intercompany  profits  in 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  Profit  and  Loss  Working  Papers 
Year  Ended  December  31,  1932 
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Company 
A 

Company 
B 

Company 

Adjustments 

Elimina- 
tions 

Total 

Sales 

Less  Cost  of  Goods  Sold* 

896,200 
455,000 

946,310 
545,000 

697,500 
434,000 

• 

• 

600,000/ 

1,940,010 
838,650 

Gross  Margin     .... 

441,200 

401,310 

263,500 

1,101,360 

. 

,           , 

Less  Expenses: 
Selling  Expense     . 
General  Expense 

Insurance   

Depreciation 

175,000 

130,800 

1,400 

40,000 

105,000 

121,200 

1,100 

28,000 

95,000 

83,000 

1,600 

35,000 

375,000 
335,000 

>                •                ■ 

'320M 

•           • 

•  •           • 

•  •           • 

3,600m 

4,100 
102,680 

Totals 

347,200 

255,300 

214,600 

816,780 

Net  Operating  Profit  . 
Add  Other  Income: 

Bond  Interest. 

Sinking  Fund  Income    . 

Dividends  Received   . 

94,000 

3,000 

4,500 

45,600 

146,010 

600 

4,800 

48,900 
400 

•           • 

284,580 
4,900 

50,400.4 

•  •           ■ 

•  •           • 

•           • 

3,606w 

•            •            • 

Totals 

Deduct  Bond  Interest  Expense 

147,100 
15,750 

151,410 
6,000 

49,300 
3,000 

289,480 
21,150 

Net  Profit  for  the  Year    .     . 

131,350 

145,410 

46,300 

268,330 

Minoritv  Interests: 

Company  B  20%    .      . 
ComnanV  C  10% 

. 

29,082 

4,630 

33,712 

• 

• 

• 

• 

•            •            • 

Holding  Company's  Share  . 

234,618 

*See  Consolidated  Cost  of  Goods  Sold  Working  Papers,  Illustration  66. 

Illustration  63 


COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  Cost  of  Goods  Sold  Working  Papers 

Year  Ended  December  31,  1932 


Company 
A 

Company 
B 

Conipany 

Adjustments 

Elimina- 
tions 

Total 

Inventories,  January  1     . 
Purchases 

48,000 
450,000 

60,000 
540,000 

36,000 
438,000 

•              • 

3,200^; 

•           • 

6oo',oo6/ 

140,800 
828,000 

Tnf  nl 

498,000 
43,000 

600,000 
55,000 

474,000 
40,000 

968,800 

Inventories,  December  31   . 

7,850F 

•           • 

. 

130,150 

Cost  of  Goods  Sold     ... 

455,000 

545,000 

434,000 

838,650 

Illustration  66 
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fixed  assets.  Many  of  the  items  normally  requiring  adjustment  (bad  debts,  supplies 
inventories,  accrued  interest  on  notes,  etc.)  have  been  omitted  in  order  that  atten- 
tion nii^ht  be  focused  more  fully  on  the  principles  governing  the  preparation  of 
consolid'ited  statements.  The  adjustment  for  bad  debts  is  not  altered  because  of 
the  consolidation.  Rules  governing  the  treatment  of  intercompany  profits  in 
inventories  apply  equally  to  inventories  of  merchandise,  raw  materials,  goods-in- 
process,  supplies,  and  all  other  inventories.  Accrued  interest  payable  (or  receiv- 
able) is  not  unlike  accrued  interest  on  bonds  payable  (or  owned),  and  on  inter- 
company notes  is  treated  just  as  it  would  be  on  intercompany  bonds. 

The  solution  shown  is  the  one  likely  to  be  encountered  in  many  practical  cases. 
The  reserve  for  intercompany  profits  may  be  set  up  for  the  full  amount  of  the  profit 
rather  than  for  the  holding  company's  share  only.     All  too  frequently  one  finds  a 
more  serious  disregarding  of  certain  phases  of  the  minority  interest.  The  reader  may 
have  wondered  why  the  consolidated  interest  in  Company  C  is  stated  as  being  90 
per  cent,  when  Company  A  owns  only  60  per  cent,  of  the  capital  stock  of  that 
subsidiary  company.     The  answer  is  found  in  the  fact  that  the  consolidated  in- 
terest is  often  regarded  as  the  total  amount  of  voting  strength  controlled  either 
directly  or  indirectly  (through  a  third  company)  rather  than  the  net  worth  actually 
allocable  to  the  majority  interest,  that  is,  to  the  stockholders  of  the  parent  com- 
pany.    In  the  situation  presented  in  the  problem  discussed.  Company  A  may 
vote  its  60  per  cent,  of  Company  C's  stock  and,  likewise,  through  its  abiUty  to 
determine  the  policies  of  Company  B  (because  of  its  80-per-cent.  ownership  of 
Company  B's  stock),  may  vote  Company  B's  holding  of  stock  of  Company  C. 
Thus  a  90-per-cent.  voting  control  is  established.     The  factors  disregarded  will 
now  be  considered. 

Correction  of  Foregoing  Solution: 

The  foregoing  solution  to  Illustrative  Problem  No.  2  is  weak,  in  the  opinion  of 
the  author,  in  that  it  does  not  recognize  the  fact  that  the  minority  interest  in  Com- 
pany B  is  affected  by  each  change  in  the  net  worth  of  Company  C.  Legally,  the 
minority  interest  in  (^ompany  B  owns  one-fifth  of  that  company— no  more,  no  less. 
But  this  claim  to  one-fifth  of  Company  B's  net  worth  is  obviously  more  valuable 
with  any  increase  in  the  value  of  Company  B's  net  assets. 

Among  the  assets  of  Company  B  is  an  investment  of  $75,000,  representing  a 
three-tenths  interest  in  another  company,  C.  This  $75,000  was  paid  for  stock 
having  a  book  value  of  $69,000  at  the  date  of  acquisition.  According  to  the 
balance  sheet  of  Company  C  at  December  31,  1932,  the  net  worth  of  that  com- 
pany is  $262,800.  Three-tenths  of  this  is  $78,840,  the  current  value  of  Company 
B's  investment  in  Company  C.  This  indicates  that  a  $9,840  increase  has  occurred, 
thereby  increasing  the  net  worth  of  Company  B.  It  should  not  be  overlooked  that 
any  increase  in  the  net  worth  of  Company  B  must  result  in  an  increase  in  the  value 
of  the  holdings  of  the  minority  interest  in  Company  B.  It  is,  of  course,  impossible 
for  either  Company  A  or  Company  B  to  benefit  from  an  increase  in  the  net  worth  of 
Company  C  without  sharing  a  portion  of  the  increase  with  the  minority  stock- 
holders of  Company  B. 
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A  new  schedule  of  minority  interests  may  be  prepared  as  shown  in  IHustration 

Schedule  of  Minority  Interests 


08. 


Capital  Stock 

Surplus 

Sinking  Fund  Resorve 

Resorve  for  Contingencies  . 

Increase  in  Value  of  Investment  iij  Company  C* 
Current  Profits 


Total 


S  80,000 

14,()o0 

1,000 

2,000 

1,908 

33,712 


$133,330 


Company  B 


$  00,000 
14,(X)0 

2,000 

1,968 

29,082 


§107,050 


Company  C 


$  20,000 

650 

1,000 


4,630 


$  26,280 


♦Incroaso  in  valuo  of  Company  B's  inv-ostmont  in  Company  C  is  SO ,840.     Twenty  per  cent,  of  this  belongs  to  the 
minority  interest  in  Company  B.     Or  tliis  increase  may  be  determined: 

Net  Worth  of  Company  C $262,800 

To  Minority  in  Company  B,  20%  of  :iO% 

interest J   15,768 

Pureliase  Price $   15,000 

Less  (loodw  ill  HouRht      .       .       .  1,200 

Net  Worth  Aetjuired     ....  18,800 

Increase  in  Net  Worth       ....  <     1.968 

Illustration  68 

A  second  weakness  in  the  statements  results  from  the  failure  to  recognize 
fully,  not  the  present  legal  voting  equity,  but  the  practical  economic  equity  of  the 
minority  interest  in  Company  B.  The  January  1,  1932,  inventory  of  Company  A 
contained  goods  on  which  Company  C  had  made  a  profit  of  $1,200.  In  preparing 
the  consolidated  balance  sheet,  Illustration  61,  this  gain  was  ignored,  on  the 
ground  that  it  resulted  from  transactions  completed  prior  to  Company  A's  acquir- 
ing stock  in  Company  C.  It  must  be  remembered,  however,  that  Company  B 
owned  30  per  cent,  of  Company  C  at  the  time  this  profit  was  earned,  and  that 
Company  B  accordingly  benefited  in  the  amount  of  S3()0  {'^0%  of  $1,200). 
Company  A,  Ukewise,  benefited  through  its  ownership  of  an  80-per-cent.  interest 
in  Company  B.  The  amount  was  $288  (80%  of  $300).  It  follows  that  the 
January  1,  1932,  reservation  of  surplus  for  intercompany  profits  in  inventories 
should  have  been  $3,488  and  not  the  $3,200  provided.  Because  of  this  error,  the 
consolidation's  net  profit  has  been  understated. 

The  amount  of  the  reserve  for  intercompany  profits  in  inventories  at  Decem- 
ber 31,  1932,  is  in  error  and  this  error  constitutes  a  third  weakness  in  the  solution 
of  the  problem.  In  computing  the  reserve,  it  was  assumed  that  the  consolidation's 
interest  in  Company  C  amounted  to  90  per  cent.  It  has  been  pointed  out,  however, 
that  the  minority  interest  in  Company  B  ''owns"  20  per  cent,  of  Company  B's 
30-per-cent.  interest  in  Company  C.  This  means  that  the  consolidated  interest  is 
84  per  cent.,  not  90  per  cent.  In  following  this  line  of  reasoning,  the  reserve  should 
be  determined  as  follows: 

80%  of  $2,500  profit  to  Company  B S2,000 

84%  of  $6,500  profit  to  Company  C o,460 

Total ^'''4^0 
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This  reserve  is  set  up  by  debiting  cost  of  goods  sold  (by  reducing  the  closing 
inventories)  and  crediting  the  reserve.  Because  the  reserve  was  overstated  $390 
($7,850  — S7,4()0),  the  consolidated  profit  was  understated  in  like  amount. 

The  correcting  of  the  errors  just  indicated  may  be  summarized  as  follows: 

Net  Profit  to  Iloldins  Company  as  per  Consoli(lat(xl  Profit  and 

Loss  VVorkiiiK  Papers,  Illustration  tio $234,618 

Add  Adjustments  of  Reserves  for  Intercompany  I'rofits  in  Tnv(>ntories: 

Understatement  January  1    ....       ^ 2SS 

Ovcvrstatemont  DecemlxT  31 390 

Adjusted  Profit.      . $235,296 

Deduct  Share  of  Company  C's  Profits  for  Benefit  of  Minority 

Interest  in  Company  B  (20%  of  30Vt  of  $  1('),3()0)       .  2,778 

Holding  Company's  Profit $232,518 


The  corrected  Consolidated  Surplus  Working  Papers  are  shown  in  Illustra- 
tion 69. 

The  minority  interest  in  a  given  company  is  entitled  to  a  definite  share  of  the 
profits  (or  losses)  of  that  company  as  determined  from  the  books  of  that  company. 
In  accordance  with  this  principle,  the  minority  interests  in  Companies  B  and  C 
have  been  given: 

20  per  cent,  of  the  $145,410  reported  ineome  of  Company  B      .     .$29,082 
10  per  cent,  of  the  $4(),30()  reported  iruiome  of  Company  C.      .      .     4,030 

or  a  total  of $33,712 

If  Company  B  were  earrying  its  investment  at  current  value  instead 
of  at  original  cost,  it  would  take  up,  at  the  end  of  1932,  30  per  cent, 
of  the  $46,3(X)  earned  by  Company  C,  or  $13,890.  Since  the  hold- 
ing company  owns  80  per  cent,  of  Company  B,  20  {)er  cent,  of  this 
$13,890  would  accrue  to  the  benefit  of  the  minority  int(^rest  in 
Company  B.  Accordingly,  it  is  evident  that  the  minority  interest 
in  Company  B  has  benc^fited  becau.se  of  an  increase  in  the  n(>t  worth 
of  Company  C,  even  though  this  benefit  has  not  been  (nitered  on 
the  books  of  their  company.  This  minoritv  benefit  amounts  to 
20  per  cent,  of  30  per  cent,  of  $46,300  or  .    ' 2,778 


increasing  the  total  minority  interest  to $36,490 

But  if  the  investment  were  carried  at  current  valu(%  dividends 
received  from  Company  C  would  be  credited,  not  to  inconu^  but  to 
the  investment  account.  Actually  Company  B  is  carrying  the  invest- 
ment at  original  cost  and  has  reported  la^  income  for  19 J2  (see  trial 
balanee.  Illustration  57)  the  $4,8{X)  in  dividends  received  from 
Company  C.  As  shown  in  the  preceding  paragra])h,  the  minority 
interest  in  Comj)anv  B  was  assigned  20  per  cent,  of  the  profit  of 
$145,410,  which  includ(>d  the  $4,800  in  question.  This  has  resulted 
in  a  duplication  of  (>  per  cent,  (that  is,  20^,0  of  30'';)  of  the  $1(),0()0 
dividend  or,  described  in  another  way,  of  20  per  cent,  of  S4,S(X)  or 


The  actual  minority  profit  is,  therefore, . 


960 
$35,530 


The  minority  interest  in  current  profits  may  be  determined  somewhat  dif- 
ferently. It  should  be  obvious  that  the  actual  interest  of  the  minority  should  not 
be  altered  by  the  holding  company's  choice  of  method  for  carrying  its  investments. 
If  the  investments  were  carried  at  present  value,  Company  B  would  report  a  net 
income  for  1932  of  $154,500,  this  amount  being  determined  as  follows: 


CONSOLIDATED   PROFIT  AND   LOSS   STATEMENTS 

Profit  as  Rei)orted ^^^'MiS 

Less  Dividend  from  Company  C 4,800 

Difference $140,610 

Add  30  per  cent,  of  Company  C's  Net  Profit  of  $46,300       .      .  13,890 

Total S154,500 

Company  B  Minoritv  Interest  20  per  cent,  of  $154,500     ...  $  30,900 
Company  C  Minority  Interest  10  per  cent,  of  $46,300    .      .      .  4,630 

Total  Minority  Interest  in  Profits $  35,530 


119 


The  method  of  accounting  for  the  differences  between  the  first  and  the  second 
solutions  to  Illustrative  Problem  No.  2  is  shown  in  Illustration  70.  A  corrected 
and  condensed  consolidated  balance  sheet  is  show^n  in  Illustration  71. 


RECONCILIATION  OF  SURPLUS 

(To  account  for  changes  between 
first  and  second  solutions  to  Illustrative  problem  No.  2) 

December  31,  1932 

Surplus  per  First  Consolidated  Balance  Sheet  (Illustration  61)      ...      . 

Increases:  .  .  *  loicn 

Loss  of  Company  C's  Assets First  Basis  ....     $  12,150 

^  Second  Basis  ....      11,340 

Total 

Decreases: 

Provision  for  Intercompany  Profits  in 

Inventories,  January  1 First  Basis      .      .      .      .$     3,200 

Second  Basis     .      .      .  3,488 

Share  of  $16,000  Increase  in  Surplus  of 

Company  C,  January  1 First  Basis      .      .      .      .$     4,800 

Second  Basis     .      .      .  3,840 

Holding  Company's  Share  of  Profits 

in  1932   . First  Basis  .      .      .      .     $234,618 

Second  Basis  ....    232,518 

Total  Decreases 

Adjustment  for   Duplication   Resulting  from   Company   B's  Reporting 
Dividends  from  Company  C  as  Income:     6%  of  $16,000. 

Surplus  per  Second  Consolidated  Balance  Sheet  (Illustration  71)  .      .      .      . 

ILLU8TRA.TION    70 


$556,868 


810 

$557,678 


288 


960 


2,100 

$     3,348 

$554,330 

960 

$555,290 


32.  Alternative  Procedure.— It  will  be  recalled  that,  early  in  the  discussion 
of  consolidated  statements,  mention  was  made  of  the  fact  that  the  holding  corpora- 
tion may  carry  its  investment  in  either  of  two  ways:  (1)  at  the  purchase  price  or 
(2)  by  taking  up  periodically  the  holding  corporation's  share  of  the  losses  or  gains 
of  the  subsidiary.  The  preparation  of  the  consohdated  statements  is  probably  no 
more  difficult  under  one  method  than  under  the  other.     This  is  unquestionably 
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true  so  long  as  the  problem  is  not  complicated  by  the  existence  of  subholding  cor- 
porations. If  the  latter  companies  are  a  factor,  the  preparation  of  the  consolidated 
statements  seems  to  be  faciUtated  if  the  investment  accounts  have  been  adjusted 
periodically  for  the  losses  and  gains  of  the  owned  companies. 

COxMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Condensed  Consolidated  Balance  Sheet 

December  31,  1932. 


Total  Assets  per  First  Balance  Sheet  (Illustration  61) 

Add  Increase  due  to  Decreasing  the  Reserve  for  Int(>rc()inpany  Profits  in 
Inventories,  December  31,  1932 

Total  Assets 

Deduct  Liabilities  per  First  Balance  Shc^et  (Illustration  61)  ....      . 


Minority  Interest  per  Second  Basis  (Illustration  68) 
Net  Worth 


$1,792,480 
390 


$1,792,870 
604,250 


$1,188,620 
133,330 


$1,055,290 


Capital  Stock $    5()0,0()() 

Surplus 555,290 

Total $1,055,290 

Illustration  71 


Those  accountants  who  believe  that  the  investment  accounts  should  be  carried 
at  "current  value  according  to  the  books  of  the  subsidiary  company"  are  quite 
likely  to  prepare  consolidated  statements,  not  in  the  manner  followed  in  the  fore- 
going discussion  of  Illustrative  Problem  No.  2,  but  by  first  adjusting  the  books  of  the 
various  companies  so  that  the  investment  accounts  are  stated  at  current  values. 
The  author  believes  that  this  procedure  is  a  good  one  to  follow,  but  he  would  point 
out  that  it  is  seldom,  if  ever,  essential  to  the  securing  of  correct  results. 

It  is  impossible  to  present  a  complete  transcript  of  certain  of  the  investment 
accounts  shown  in  Illustrative  Problem  No.  2  as  they  would  appear  had  they  been 
adjusted  periodically  for  the  changes  in  the  net  worth  of  the  subsidiaries.  It  is 
possible,  however,  to  adjust  the  accounts  so  that  they  will  reveal  values  current 
January  1,  1932,  one  year  prior  to  the  time  at  which  the  consolidated  statements 
are  to  be  prepared.     This  may  be  done  as  follows: 

January  1,  1932 

Company  C: 

Capital  Stock $200,000 

Surplus 46^000 

Net  Worth $246,000 

To  Company  A,  60% $147,600 

Company  B,  30% $  73,800 


A 


> 


^'^ 
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Company  A  acquired  its  interest  on  this  date  and,  therefore,  $147,600  is  the 

current  value  desired. 

Company  B  acquired  its  interest  on  June  30,  1931,  paying  $75,000  for  30  per 
cent,  of  ($200,000 +S30,000)  or  $69,000  of  Company  C's  net  worth.  The  price 
paid  included  a  $6,000  payment  for  goodwill. 

Net  Worth  January  1,  1932 $  73,800 

Net  W^orth  June  30,  1931 69>Q0Q 

Increase  (Net) $     4,800 


Company  A  acquired  its  interest  in  Company  B  on  May  25,  1928,  paying 
$314,000  for  80  per  cent,  of  ($300,000+ $80,000)  or  $304,000  of  the  subsidiary's  net 
worth  at  date  of  acquisition.  As  has  been  indicated  in  the  working  papers,  Illus- 
tration 60),  the  extra  $10,000  is  regarded  as  a  payment  for  goodwill.  The  surplus 
of  Company  B,  January  1,  after  the  increase  of  the  net  worth  of  Company  B  has 
been  taken  account  of  is  found  as  follows: 

Surplus  of  Company  B  (per  trial  balance) $  80,000 

Reserve  for  Contingencies 10,000 

Add:     Dividends  Paid  1932 ^5,000 

Balance  per  Books,  January  1 $135,000 

Add:  Increase  in  Value  of  Investment  in  Company  C  (as  above)  4,800 

Adjusted  Balance,  January  1,  1932  $139,800 


January  1,  1932 

Company  B:  ^„„^  ^^^ 

Capital  Stock $300,000 

Surplus 139,800 

Net  Worth $-^39,800 

To  Company  A,  80% $351,840 

Net  Worth  January  1,  1932      ..." $351,840 

Net  Worth  May  25,  1928 304,000 

Increase  (Net) $  ^7,840 

Entries  to  Adjust  Investment  Accounts: 

Company  A: 

Investment  in  Company  B $  47,840 

Surplus $  47,840 

Company  B: 

Investment  in  Company  C 4,800 

Surplus 4,800 
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Entries  to  Record  Transactions  in  1932: 

Company  A: 

Cash S  4r),6(X) 

Investment  in  Company  B     .      .      .      .  $36,000 

Investment  in  Company  C 9,000 

For  dividends  received. 

Surplus 8,000 

Investment  in  Company  B     .      .      .      .  8,000 

For  amortization  of  organization 
expense  by  Company  B,  $10,000. 

Surplus 8,100 

Investment  in  Comi)any  C 8,100 

To    take    up    60%  of   loss   of   $13,500 
in  capital  assets  sustained  by  Company  C 

Surplus 3,240 

Investment  in  Company  B 3,240 

To  take  up  80^;,  of  .$4,0.50  lo.ss  in 
value  of  Company  B's  assets,  due  to 
$13,500  loss  in  capital  assets  of  Com- 
pany C. 

Compamj  B: 

Cash $     4,800 

Investment  in  Company  C S     4,800 

For  dividends  received. 

Surplus 4,050 

Investment  in  Company  C 4,050 

To  take  up  Z{)%  of  Company  C's 
$13,500  loss  of  capital  assets. 

Entries  to  Record  Profits  for  1932: 

Company  B: 

Investment  in  Company  C $  13,890 

Income  from  Subsidiaries $  13,890 

To  take  up  30%  of  $40,300  profit  of 
Company  C. 

Company  A: 

Investment  in  Company  C $  27,780 

Income  from  Subsidiaries $  27,780 

To  take  up  00%  of  $40,300  profit  of 
Company  C. 

Investment  in  Company  B 123,000 

Income  from  Subsidiaries 123,000 

To  take  uj)  80V(  of  profit  of  Company  B: 

Company  B $14(),(')1()* 

Company  C  (307o)     •      •  13,890 

Total $154,5(K) 

*NoTE. — Company  B's  not  profit  aocordinp;  to  its  own  books  is  $145,410.  This  inrludos  aa  incomo  a  dividend  of 
$4,800  received  from  Company  C.  This  dividend  is  exeluded  from  income  (and  credited  to  the  investment  account) 
if  Company  B  takes  up  its  30  per  cent,  of  Company  C's  earniuKs.      .S14.j,4  10  -  $-l,S()0=  SI40,(ilO. 

The  variouH  investment  account  balances  at  December  31,  1932,  may  be 
determined  as  follows: 


> 
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Company  A : 


Investment  in  Company  B 


Trial  Balance 
Increase  to  January  1 
Profits      .... 


$314,000 

47,840 

123,000 


$485,440 


Dividend      .... 
Organization  Expense     . 
Decrease  in  Investments 
Balance 


$  30,000 

8,000 

3,240 

438,200 


$485,440 


Investment  in  Company  C 


Purchase  Price 
Profits  .      .      . 


$145,000 
27,780 


$172,780 


Dividend      .      .      .      . 
Loss  of  Capital  Assets 
Balance 


$     9,000 

8,100 

155,080 


$172,780 


Company  B: 


Investment  in  Company  C 


Trial  Balance 
Increase  to  January  1 
Profits      .... 


$  75,000 

4,800 

13,890 


$  93,090 


Dividend      .      .      .      , 
Loss  of  Capital  Assets 
Balance 


4,800 

4,050 

84,840 


$  93,090 


The  balance  sheets  of  the  respective  companies  will  appear  as  in  Illustration  72 
after  the  posting  of  the  entries  indicated  in  the  foregoing  (and  after  the  closing  of 
the  books).  From  these  statements  a  consolidated  balance  sheet  may  be  prepared. 
A  dupUcation  of  all  the  working  papers  (Cost  of  Goods  Sold,  Profit  and  Loss,  Sur- 
plus, and  Balance  Sheet)  is  not  essential  to  a  satisfactory  illustration  of  this  pro- 
cedure. Accordingly,  there  are  presented  below^  only  the  net  w^orth  and  investment 
account  eliminations.  These  are  presented  first  for  working  papers  made  directly 
from  the  balance  sheets,  Illustration  73. 

It  should  be  noted  that  the  schedule  of  minority  interests.  Illustration  74, 
prepared  from  these  working  papers  gives  results  identical  with  those  indicated  in 
the  Consolidated  Surplus  Working  Papers,  Illustration  69,  and  the  Schedule  of 
Minority  Interests,  Illustration  68. 

If  the  investment  accounts  have  been  adjusted  from  time  to  time  to  reflect 
changes  in  the  subsidiaries'  net  worths,  the  trial  balances  at  the  end  of  a  fiscal 
period  will  reveal  the  investments  stated  correctly  for  all  items  except  the  profit 
(or  loss)  for  the  year  just  ending  and  for  such  surplus  changes  as  are  customarily 
made  at  the  end  of  the  period.  Examples  of  such  changes  are  the  writing  off  of  good- 
will  and  the  amortizing  of  organization  expense.     Some  companies  follow  the 


124  CONSOLIDATED   PROFIT   AND   LOSS  STATEMENTS 

praccice  of  declaring  dividends  at  this  time.  The  workin^i;  papers  in  skeleton  form, 
Illustration  75,  are  prepared  from  the  trial  balances  of  the  respective  companies  as 
they  would  appear  at  December  31  before  closing. 

Comments: 

Adjustment  A,  Illustration  75.  is  offset  by  a  credit  to  Organization  Expense  of 
Company  B. 

Adjustment  B  is  offset  by  a  debit  to  Surplus  of  Company  A. 

It  should  be  observed  that  the  consolidated  goodwill  remains  constant  through- 
out the  various  working  papers. 

From  the  working  papers,  Illustration  75,  the  same  minority  interest  may  be 
developed,  as  shown  in  Illustration  76. 

BALANCE   SHEETS  COMPANIES   A,   B,   AND  C 


♦V 


Assets 

Cash 

Customers 

Notes  Receivable.      .      . 
Advances  to  Subsidiaries  . 

Inventories 

Accrued  Interest  Earned  . 
Plant  and  Equipment  (Net) 
Land. 


Investment  in  Company  B 
Investment  in  Company  C 
Bonds  Owned. 
Bond  Sinking  Fund 
Bond  Discount     . 
Organization  F.xpense 
Insurance  Prepaid     . 


Company  A 


$ 


Liabilities  and  Capital 

Accounts  Payable 

Notes  Payable 

Notes  Receivable  Discounted 
Advances  from  Company  A .      .      .      . 
Accrued  Interest  Payable .... 

Bonds  Payable 

Capital  Stock 

Surplus 

Reserve  for  Sinking  Fund .... 
Reserve  for  Contingencies  .   .   .   . 


99,050 

100,000 

60,0(XJ 

70,000 

43,000 

650 

305,000 

25.(X)0 

438,200 

155,0S0 

50,000 

150,000 

6,750 


Company  B 


S  225.710 

102,000 

35,000 


55,000 

100 

167,000 

38,000 


84,840 
10,000 


3,400 


$1,506,130 


73,000 
50,000 
10,000 


25,000 
4,100 


Company  C 


$   63,600 

105,000 

30,000 


40,000 

150,000 
10,000 


10,000 


$  746,750 


15,000 
2,200 


7,500 
300,000 
500,000 
385,630 
150,000 
30.000 


$1,506,130 


$   70,000 


40,000 

1,500 

100,(X)0 

300,0(K) 

225,250 

10,000 


$    425,800 


$  746,750 


45,000 
22,500 
25,000 
20,000 
500 
50,000 
200,000 
52,8(X) 
10,000 


S  425,800 


Note.— The  procedure  involved  in  determining  the  above  aurphis  balances  (both  free  and  appropriated)  of 
Companies  A  and  B  is  set  forth  in  detail  in  the  reconciliations  in  Hlustrations  77  and  79. 

Illustration  72 


t     1. 


h 


I 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 
Consolidated  Balance  Sheet  WoRKrNG  Papers  (Skeleton) 

December  31,  1932 


Balance  Sheets 

Adjustments 

Elimina- 
tions 

Con- 
solidated 

Company 
A 

Company 
B 

Company 

Dr. 

Cr. 

Balance 
Sheet 

Debits 

Investment  in  Company  B  .      .      . 
Eliminate  S0% 

Surplus  $225,250  .... 
Reserve      for      Contingencies 
"Is  10  (KK) 

438,200 

• 

• 

• 

• 

180,200c 

8,000c 
240,000a 

•               •               • 

Capital  Stock  $300,000    .      . 

• 

• 

• 

• 

• 

io,oooG 

LiOOQW  Ul         ....••         • 

Investment  in  Company  C     .      . 
Eliminate  60% 

Suri)lus  $52,800 

Reserve     for     Sinking     Fund 
$10.000 

r'n  r^if'il    St  Of  It   'S200  000 

155,080 

..... 

...       • 

• 

•              • 

•  • 

31,680r/ 

6,000^ 
120,0006 

•  • 

•  •               « 

•  •               • 

Goodwill  (Negative)       .      .      . 
Investment  in  Company  C  .      .      . 
Eliminate  30% 

Surplus  $52,800  .... 

Reserve  for  Sinking  Fund  . 

Capital  Stock  $200,000    .      . 

• 

84,840 

• 

• 

• 

2,600*G 

• 

• 

• 

15,840ri 

3,000^ 

60,0006 

•            •            • 

•           •           • 

•           • 

"6,000G 

500,000 

300,000 

• 

664,720 

Credits 
Capital  Stock 

Company  A 

Company  B 

.      Eliminate  80%      .... 

•           • 

500,000 

• 

• 

• 

240,000a 

•            •            • 

60,0003/ 

ivimoriiv  ^u  /o 

Company  C 

• 

• 

200,000 

• 

• 

180,0005 

•           • 

. 

JlillllllllclLL    o\J  /Q    .          .          .          •          • 

Minority  107o 

Surplus  and  Surplus  Reserves: 
Company  A: 

«           • 

385  630 

*            ' 

20,000M 
385,6305 

burpius 

Sinking  Fund  Reserve     .      . 
Contingency  Reserve    . 
Company  B: 

Surplus 

Contingency  Reserve     . 
.      Minority  Interest  20%     .      . 

150,000 
30,000 

• 

• 

225,250 
10,000 

•  • 

•           •           ■ 

•  • 

• 

• 

•  •         • 

• 
188,200c 

•  • 

150,0005 
30,0005 

•           •           • 

47',056Af 

•          • 

Hiimniuiie  ou  /o  • 
Company  C: 

Surplus 

■ 

• 

52,800 
10,000 

•           • 

• 

•          •          • 

binKmg  r  unci  rieserve 
Minority  Interest  10%    . 

FlitniriMtf  QO<^%i 

• 

• 

• 

• 

56,520d 

6,2803/ 

■           *           • 

iLiiiimitiiL  oyj  /o    .        •        •        •        • 

664,720 

*  Negative. 


Illustration  73 
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SCHEDULE  OF   MINOUn  Y   INTERESTS— December  31,  1932 

Total          Company  B  Company  C 

Capital  Stock $  80,000              S  OO.OOO  $20,000 

Surplus  and  Surplus  Reserves 53,330                 47,050  0,280 


Totals $133,330 

Illustration  74 


$107,050 


$  26,280 


COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

CoNSOLiD.vrED  WoRKiNG  Papp:rs  (Skeleton) — Year  Ended  December  31,  1932 


Trial  Balances 

Adjustments 

Elimina- 
tions 

Con- 

Company 
A 

Company 
B 

Conipany 

Dr. 

Cr. 

solidated 

Balance 

Sheet 

Debits 

Investment  in  Company  B 
Eliminate  80% 

Capital  Stock      .... 
Sur{)Ius  $70,750      .... 

322,600 

s.ooo/i 

•        . 

240,(KX>; 

56,()()0r 

8,000c 

• 

•               • 

. 

Contingency  Reserve  $10,000 
Goodwill 

• 

• 

• 

• 

• 

10,000G' 

•           •           • 

Investment  in  Company  C  . 
Eliminate  60% 

Capital  Stock 

127,300 

• 

• 

• 

•               • 

120,000/* 
3,9(X>/ 
6,000^i 

•            • 
■            •            ■ 

60,000/> 
1,950^/ 
3,(K)()'/ 

Surplus  $(),5()0     .... 

Sinking  Fund  Reserve  $10,000 

Goodwill 

Investment  in  Company  C 
Eliminate  30% 

Capital  Stock       .... 

Surplus  $6,500 

Sinking  Fund  Reserve  $10,000 
Goodwill 

• 

• 

• 

• 

•               • 

. 

. 

70,950 

. 

• 

2,600*(7 

•           •           • 

•           •           • 

6,000G 

300,  (X)0 

Credits 
Capital  Stock: 

Company  B 

Eliminate  80% 

499,450 

240,000a 

•           •           • 

Minority  20%     .... 
Comnanv  C 

• 

• 

2(M),(K)() 

• 

• 

60,000M 

Eliminate  90%    . 

Minority  10% 

• 

• 

• 

• 

180,000/; 

20,()00.U 

Surplus  and  Reserves: 
Company  B: 

Surplus 

Contingency  Reserve  . 

• 

80,750 
10,000 

•           • 

. 

10,000.4 

,            , 

•            •            • 

Minority  20%,  $80,750  .      . 
Eliminate  80%       .... 

• 

•           • 

• 

64,600c 

16,150M 

Company  C: 

Surplus 

Sinkine  Fund  Reserve 

• 

6,500 
10,000 

•           • 

• 

• 

•           •           • 

Minority  10% .... 
Eliminate  90%   .... 
Net  Profit  for  1932: 

Company  C  $46,300       .      . 
Minority  16%    .... 

. 

. 

i4,S50</ 

•            • 

1,650M 

38,8925 
7,4083/ 

Company  B  $140,610    .      . 
Minority  20%    .... 

• 

• 

• 

• 

• 

112,488.S 
28,122M 

♦Negative. 

499,450 

Illustration  75 
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SCHEDULE  OF  MINORITY  INTERESTS 
December  31,  1932 


Capital  Stock 

Surplus  and  Surplus  Reserves 
Current  Profits  of: 

Company  C    .      .      .      . 

Company  B.      . 

Totals 


Total 


$  80,000 
17,800 

7,408 
28,122 


$133,330 


Company  B 


$   60,000 

16,150 

2,778 
28,122 


$107,050 


Company  C 


$  20,000 
1,650 

4,630 


$  26,280 


Illustration  70 

When  the  investments  in  subsidiary  companies  were  all  carried  at  cost,  the 
surplus  accounts  of  Company  A  revealed  a  credit  balance  of  $350,000  on  January  1, 
1932.  According  to  the  balance  sheet  of  Company  A  on  December  31,  1932, 
prepared  under  the  assumption  that  investment  accounts  have  been  adjusted  to 
current  values,  the  surplus  accounts  reveal  total  credits  of  $565,630.  The  recon- 
ciliation of  these  two  balances  is  shown  in  Illustration  77. 

COMPANY  A 
Reconciliation  of  Surplus 
Year  Ended  December  31,  1932 


Balance  January  1,  per  Books 

Add  Increases  in  Investment  Balances  January  1: 
Company  B 


Total 

Deduct  Decreases  in  Investment  Balances  1932: 

Company  B 

Company  C 


$     3,240 
8,100 


Adjusted  Balance 

Add:     Profit  per  Books  (Investments  at  Cost) $131,350 

Less  Dividends  Received 45,600 


Share  of  Profits  of  Subsidiaries: 

Company  B,  807o  $140,610 $112,488 

Company  C,  84%  $46,300 38,892 


Total 


Deduct: 

Amortization  of  Organization  Expense  by  Company  B,  80% 

$10,000 S     8,000 

Dividends  Paid 50,000 


$350,000 
47,840 


$397,840 
11,340 


$386,500 
85,750 

151,380 


$623,630 


Balance  December  31,  per  Books 


58,000 


$565,630 


Illustration  77 


A  further  reconciUation  should  be  introduced  at  this  time  to  explain  the  dis- 
crepancy between  the  consolidated  surplus  of  $552,290  obtained  from  the  work- 
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ing  papers,  Illustration  69,  and  the  amount  $565,630  indicated  in  Illustration  77. 
The  latter  amount  is  the  surplus  of  (\^mpany  k—not  the  consolidated  surplus  at 
December  31.  It  must  be  adjusted  for  intercompany  profits  as  shown  in  Illus- 
tration 78. 

Reconciliation  of  Surplus 
■  Docombor  31,   1932 


Balance  per  Books  of  Company  A 

Add  Increase  in  Net  Profit  Resulting  from  adjusting  Depreciation 
Exj)ense  on  K(iuipment  sold  to  Company  A  by  Company  B 

10%  $20,000  (Cost  to  Company  A)         .     "^ ■"  S  2  000 

10%  $16,800  (Cost  to  Consolidation) •     .      .      .       1,()S0 


Adjusted  Balance 

Deduct  Proyision  for  Intercompany  profits  December  'A\,  VXi'2,  in: 

Equii)ment $  3.200 

Inventories  (see  page  116) 7,460 


Balance  of  Consolidated  Surplus 


Illttsthation  78 


$565,630 


320 


$565,950 
10,660 


$555,290 


The  surplus  accounts  of  Company  B  may  be  reconciled  in  a  manner  similar  to 
that  employed  for  Company  A,  as  shown  in  Illustration  79. 

COMPANY  B 

Reconciliation  of  Surplus 
Year  Ended  December  31,  1932 


Balance  January  1,  per  Books 

Add  Increase  in  Value  of  Investment  in  Comi)any  C 


Total 


Deduct  Decrease  in  Value  of  Investment  in  Conipany  C   .      .      .      $     4,050 

Dividends  Paid .      .      .      .       45,0(K) 

Organization  Expense  Amortized 10,(K)0 


Total  Deductions 


Add:     Net  Profit  ^Investment  at  Cost) $145,410 

Deduct  Dividends  Received 4,.S()0 


Share  of  Profits  of  Company  C  30%  $46,300 
Balance  December  31,  per  Books 


$135,000 
4,800 


$139,800 


59,050 


$  80,750 

140,610 

13,890 


$235,250 


iLLrrSTIlATION    79 


The  foregoing  discussion  has  demonstrated  that,  when  investment  accounts 
are  carried  at  cost,  consolidated  statements  may  be  prepared  (1)  by  working  directly 
from  the  investment  balances  as  stated,  or  (2)  by  first  adjusting  the  investment 
accounts  to  reflect  current  values  and  then  working  from  the  respective  adjusted 
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balances.  One  other  procedure  should  be  indicated  briefly.  It  is  possible  that 
the  accountant  may  work  directly  from  the  balances  with  the  investments  at 

y  cost  and  then  convince  his  clients  of  the  desirability  of  adopting  the  procedure 
of  carrying  the  investments  at  current  values.  In  such  case,  the  adjustment 
of  the  investment  accounts  would  be  made  after  the  preparation  of  the  con- 
solidated statements  and  not  (as  w^as  done  in  the  foregoing  illustration)  as  a  part 
of  the  work  of  preparing  the  consolidated  statements.     If  the  clients  (Company  A 

>-  and  Subsidiaries)  wish  to  begin  the  year  1933  with  the  investment  accounts 
stated  on  the  current  basis,  the  respective  investment  and  surplus  accounts  should 
be  increased  in  accordance  with  the  following  computations: 

Books  of  Company  B : 

y        Net  Worth  of  Company  C: 

Capital  Stock $200,000 

Surplus 62,800 

Total $262,800 

30%  of  Same $  78,840 

.                              Investment  of  Company  B  in  Company  C  .      .    $  75,000 
^  Goodwill  Purchased 6,000 

Net  Worth  Purchased 69,000 

Net  Increase  in  Value  of  Investment    ...  $     9,840 

>'     Books  of  Company  A.- 
Net Worth  of  Company  C: $262,800 

60%  of  Same.      . $157,680 

Investment  of  Company  A  in  Company  C  .      .    $145,000 
Negative  Goodwill 2,600 

^  Net  Worth  Purchased 147,600 

Net  Increase  in  Value  of  Investment    ....  $  10,080 

Net  Worth  of  Company  B: 

Capital  Stock   .     \ $300,000 

Surphis 225,410 

L.  Increase  in  Value  of  Investment  in  Company 

C 9,840 

Total $535,250 

80%  of  Same $428,200 

Investment  of  Company  A  in  Company  B       .      .$314,000 
Goodwill  Purchased 10,000 

Net  Worth  Purchased 304,000 

Net  Increase  in  Value  of  Investment       .      .      ,  $124,200 


33.  Illustrative  Problem,  No.  3. — The  situations  covered  in  the  preceding 
Illustrative  Problems,  1  and  2,  may  be  illustrated  by  the  diagrams  in  Illustra- 
tion 80. 
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A  third  situation  is  frxHiuently  uncountered.  It  obtains  when  the  holding 
corporation  has  control  of  one  subsidiary  not  by  direct  ownership  of  a  majority 
of  the  stock  of  that  subsidiary  but  by  having;  control  of  a  second  subsidiary  which 
does  own  a  majority  of  the  stock  of  the  first  subsidiary.     This  may  be  diagrammed 


Problem  1 


C 


ompnny 


> 


80^0 


Company  B 


60% 


Company   C 


(Minority  20%) 


(Minority  40%) 


Problem  2: 


Company  A 


Company  B 


80% 


(Minority  20  %) 


30% 


60%) 


Conipfiny  C 


(Minority  in^]'c  ) 
Note. — In  Problem  2,  the  minority  group  in  Company  B  has  an  indirect  interest  of  6  per  cent,  in  Company  C. 

iLLUSTItATION    SO 

as  in  Illustration  81.  This  Illustration  shows  that  the  minority  group  in  Company 
B  has  an  indirect  interest  of  12  per  cent,  in  Company  C.  For  Problem  3  the 
material  used  in  Problem  2  has  been  altered  to  be  representative  of  the  third  situa- 
tion outlined.  It  is  believed  that  the  reader's  familiarity  with  this  material  will 
facilitate  his  understanding  the  procedures  here  set  forth. 

Company    1 


80% 


(Company  li 


(Minority  20%)  k 


60  %o 


W% 


Company  C 


(No  Minority  Interest) 
Illustration  81 


The  trial  balances  of  Companies  A,  B,  and  C  at  December  31,  1932,  are  shown 
in  Illustration  82,  and  certain  supplementary  data  follow. 
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COMPANIES  A,  B,  AND  C 
Trial  Balances,  December  31,  1932 


131 


Debits 

Cash 

Customons 

Notes  Receivable  .... 
Advances  to  Sulxsidiaries     . 

Inventories 

Fixtures  and  Equipment     . 

Buildings 

Land 

Investment  in  Company  B    . 
Investment  in  Company  C. 

Bonds  Owned 

Bond  Sinking  Fund. 
Organization  Expense. 
Bond  Discount    .... 
Purchases    .      .      . 
Salesmen's  Salaries  . 
Delivery  Expense  .... 

Advertising 

General  Expense    .... 
Freight  Inward   .... 
Insurance  Prepaid. 
Sales  Returns  and  Allowances. 

Rent.      . 

Heat  and  Light  .... 

Donations 

Bond  Interest      .... 


Credits 

Accounts  Payable 

Notes  Payable 

Advances  from  Company  A  .      .      , 
Notes  Receivable  Discounted  . 
1^0 nds  Payable.      .      .      .      . 
Reserve  for  Depreciation,  Fixtures 
Reserve  for  Dej^reciation,  Buildings 
Capital  Stock 
Reserve  for  Sinking  Fund 


Reserve  for  Contingencies 


S 


urp 


lu,^ 


Sales 

Purchase  Discounts     . 

Interest  Income  . 

Bond  Interest  Income. 

Dividends 

Sinkmg  Fund  Income. 


Company  A 


s 


99,050 

90,000 

40,000 

70,000 

48,000 

100,000 

300,000 

25,000 

314,000 

90,000 

50,000 

150,000 

50,000 

7,125 

450.000 

100,000 

15,000 

60,000 

90,000 

22,000 

4,800 

8,500 


30,000 
1,200 

7,875 


$2,222,550 


S 


60,000 
50,000 


10,000 

300,000 

25,000 

30,000 

500,000 

150,000 

30,000 

120,000 

900,000 

2,200 

2,500 

2,350 

36,000 

4,500 


S2,222,.550 


Illustration  82 


Additional  Data: 


Company  B 


$ 


225,710 
82,000 
20,000 


60,000 

80,000 

200,000 

18,000 


175,000 
10,000 

'io,ooo' 


540,000 
50,000 
20,000 
35,000 
65,000 

"  5,200 
10,000 
40,000 
20,000 
1,000 
4,500 


551,671,410 


S   90,000 
'40,000" 

100,000 
35,000 
50,000 

300,000 


10,000 

80,000 

950,000 

6,000 

310 

500 

9,600 


Sl,671,410 


Company  C 


63,600 

105,000 

30,000 


36,000 
100.000 
250,000 

10.000 


10,000 
15,000 


400.000 
52,000 
18,000 
25,000 
60,000 
38,000 
3,800 
7,000 

22,000 
1,000 
2,500 


$1,248,900 


S 


45,000 
22,.500 
20,000 
25,000 
50,000 
40,000 
125,000 
200,000 
10.000 


6,500 

700.000 

4,500 


400 


.$1,248,900 


1.  Investments  in  other  companies  are  carried  at  cost.     Company 
A's  investment  in  Company  B  represents  an  80-per-cent.  inter- 


Interest  Date 

Jan.  July 
Aug.-Oct. 
May-No  V. 
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est  purchased  May  5,  1928,  when  that  company  had  capital 
stock  of  $300,000  and  surpkis  of  $80,000.  Company  A's  invest- 
ment in  Company  C  represents  a  40-per-cent.  interest  ac(]uired 
July  1,  1932,  when  that  company  had  capital  stock  of  $200,000 
and  surplus  of  $30,000.  The  investment  of  Company  B  in 
Company  C  represents  a  GO-per-cent.  interest  obtained  Decem- 
ber 31,  1930,  when  that  company  had  capital  stock  of  $200,000 
and  surplus  of  $50,000. 

2.  Bonds  Payable  are:  Time  Rate 

Company  A 20  years  5% 

Company  B 10  years  6% 

Company  C 20  years  6% 

3.  Company  A  owns  $30,000  of  the  bonds  of  Company  B  and 
$20,000  of  the  bonds  of  (Company  C.  Company  B  owns  $10,000 
of  the  bonds  of  Company  C. 

4.  Company  A's  bonds  were  sold  at  95.  The  discount  is  being 
accumulated  on  a  straight-line  basis. 

5.  Annual  sinking  fund  re(iuirements  are:  Company  A,  $15,000; 
Company  C,  $2,500.  These  are  deposited  January  1 ,  and  May  1, 
respectively. 

6.  Dividends  were  declared  June  20,  and  paid  July  5  to  stockholders 
of  record  June  20,  as  follows:  Company  A,  10  i)er  cent.; 
Company  B,  15  per  cent.;  Company  C,  8  per  cent. 

7.  Intercompany  sales  were: 

Company  B  to  Company  A $300,000 

Company  C  to  Company  B $200,000 

Company  C  to  Company  A $100,000 

8.  Inventories  December  31,  1932: 

Company  A S43,000 

■      Company  B $55,000 

Company  C S40,000 

9.  Intercompany  profits  in  inventories  December  31,  1932: 

Company  A $2,500  profit  to  (\)mpany  B 

$3,000  profit  to  (Company  G 
Company  B $3,500  profit  to  Company  C 

10.  On  January  1,  1932,  the  inventory  of  Company  A  contained  goods 
on  which  Company  B  had  made  a  profit  of  $4,000  and  goods  on 
which  Company  C  had  made  a  profit  of  $1,200. 

11.  Accounts  Receivable  of  Company  C  contain  $40,000  due  from 
Company  A  and  $15,000  due  from  Company  B. 


V 


'¥ 


^ 


>- 


;> 
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12.  Notes  Receivable  Discounted  of  Company  C  represents  one 
$25,000  note  issued  by  Company  A  in  payment  for  goods  pur- 
chased.    There  are  no  other  intercompany  notes. 

13.  Insurance  unexpired  December  31,  1932: 

Company  A $3,400 

Company  B S4,100 

Company  C $2,200 

14.  Depreciation  rates: 

Fixtures  and  Equipment 12J  per  cent. 

Buildings 5    percent. 

15.  On  January  1,  1931,  Company  B  sold  certain  fixtures  to 
Company  A  for  $20,000.  On  this  sale,  a  profit  of  $4,000 
w^as  made.  The  asset  is  still  carried  on  the  plant  account  at 
$20,000. 

16.  It  has  been  the  custom  of  Company  B  to  write  ofT  each  year 
$5,000  of  its  Organization  Expense. 

17.  On  December  30,  1932,  Company  B  forwarded  to  Com- 
pany A  a  check  for  $10,000  in  partial  payment  of  advances 
received. 

18.  Disregard  all  income  tax  computations. 

From  the  foregoing  trial  balances,  Illustration  82,  and  additional  data,  the 
following  will  be  prepared : 

1.  Profit  and  Loss  Statement  of  Company  A     (Illustration  83). 

2.  Balance  Sheet  of  Company  A     (Illustration  84). 

3.  Balance  Sheet  of  Company  B     (Illustration  85). 

4.  Profit  and  Loss  Statement  of  Company  C     (Illustration  86). 

5.  Consolidated  Working  Papers     (Illustration  87). 

6.  Consolidated  Balance  Sheet     (Illustration  88). 

7.  Schedule  of  Minority  Interest    (Illustration  89). 

8.  Consolidated  Statement  of  Profit  and  Loss     (Illustration  90). 

Explanation  of  Adjusting  Entries: 

A  Amortize  $5,000  of  Company  B's  organization  expense. 

B  Amortize  prepaid  insurance  to  set  up  value  of  these  premiums  at 
end  of  year. 


^ 
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C  Annual  provision  for  depreciation  of  fixtures,  equipment,  and 
buildings. 

D  Set  up   cash  in  transit  and   to   reduce    advances    to    subsid- 
iaries. 

E  Accrue  interest  receivable  on  bonds  owned. 

F  Accrue  interest  payable  on  bonds  issued  and  to  accumulate  bond 
discount  applicable  to  last  six  months  of  1932. 

G  Inventories  at  end  of  fiscal  period. 

//  Remove    intercompany    dividends    from    current    consolidated 
income. 

COMPANY  A 

Statement  of  Profit  and  Loss 
Year  Ended  Deeeml)er  31,  1932 


Gross  Sales 

Less  Sales  Returns  and  Allowances 


Net  Sales 

Less  Cost  of  Goods  Sold: 

Inventory  January  1,  1932 

Purchases S450,0(X) 

Add  Freight  Inward 22,000 


Goods  Available  for  Sale 

Less  Inventory  December  31,  1932 


Cost  of  Goods  Sold 


Gross  Profit  on  Sales 

Less  SelUng  and  Administrative  Expense: 

Salesmen's  Salaries 

Delivery  Expense 

Advertising 

Insurance        

General  Expense 

Heat  and  Light 

Donations 

Depreciation 


$900,000 
8,500 


$  48,000 
472,000 


.S52(),0(M) 
43,000 


Net  Operating  Profit  . 
Add  Net  Financial  Income: 
Income: 

Purchase  Discounts    . 

Interest  Income. 

Bond  Interest  Income 

Dividends 

Smking  Fund  Income 


Total      . 
Expense: 

Bond  Interest 

Net  Profit  for  the  Year 


SI  00,000 
15,(K)0 
60,(MK) 

1,4(X) 
90,(M)0 
30,000 

1 ,2(K) 
27,500 


$  2,200 

2,5(M) 

3,(XK) 

3(),0(X) 

4,500 


$  48,200 
15,750 


Illustration  83 


$891,500 


477,000 


$414,500 


325,100 


$  89,400 


32,450 


$121,850 


^ 


.      . 
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COMPANY  A 

Balance  Sheet 

December  31,  1932 


Assets 
Current  Assets: 

Cash 

Customers    . «  *An  mn 

Notes  Receivable 35  ^)i'nrui 

Discounted  Notes 10,000 


Inventories     .      .      .      . 
Accrued  Interest  Earned  . 

Total  Current  Assets 


Fixed  Assets:  «innnnn 

Fixtures  and  Equipment ^r'^ 

Depreciation  Reserve d7,500 


Buildings $300,000 

Depreciation  Reserve 45,000 


Land. 


Total  Fixed  Assets 


Investments: 

Stock  of  Company  B   . 
Stock  of  Company  C 
Advances  to  Subsidiaries 
Bonds  of  Subsidiaries      . 


Total     .      .      .      . 

Deferred  and  Prepaid  Items: 
Insurance  Unexpired. 
Bond  Discount. 
Organization  Expense 


Total 

Bond  Sinking  Fund 

Total  Assets 

Liabilities  and  Capital 


Current  Liabilities: 

Accounts  Payable 
Notes  Payable  . 
Accrued  Interest  Payable 


Total  Current  Liabilities 


Fixed  Liabilities: 

Bonds  Payable 

Capital: 

Capital  Stock 

Reserve  for  Sinking  Fund ^^on'^ 

Reserve  for  Contingencies o^V'oVn 

241, 8o0 


Unappropriated , 

Total  Net  Worth 

Total  Liabilities  and  Capital.      .      .      . 

Illustration  84 


$  99,050 
90,000 

30,000 

43,000 
650 


$  62,500 

255,000 
25,000 


$314,000 
90,000 
70.000 
50,000 


$    3,400 

6,750 

50,000 


$  60,000 

50,000 

7,500 


$500,000 


421,850 


$262,700 


342,500 


524,000 


60,150 
150,000 


$1,339,350 


$117,500 
300,000 


921,850 


$1,339,350 
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COMPANY  B 

Balance  Sheet 

December  31,  1932 


Current  Assets: 

Cash 

Customers   .... 
Notes  Receivable. 
Inventories  .... 
Accrued  Interest  Earned 


Assets 


Total  Current  Assets. 


Fixed  Assets: 

Fixtures  and  Equipment $  80,000 

Depreciation  Reserve 45,000 


Buildings  . $200,000 

Depreciation  Reserve 00,000 


Land 

Total  Fixed  Assets 


Investments: 

Stock  of  Company  C 
Bonds  of  Company  C 


Total  Investments 

Deferred  and  Prepaid  Items: 
Prepaid  Insurance     . 
Organization  Expense  . 


Total, 


Liabilities  and  Capital 
Current  Liabilities: 

Accounts  Payable 

Advances  from  Company  A      .      .      . 
Accrued  Bond  Interest 


Total  Current  Liabilities 


Fixed  Liabilities: 
Bonds  Payable 


Net  Worth: 

Capital  Stock 

Surplus: 

Reserve  for  Contingencies 

Unappropriated . 

Profit  of  Period    . 


$  10,000 

75,000 

153,410 


Total  Net  Worth 


Illustration  85 


$225,710 

82,000 

20,000 

55,000 

100 


$  35,000 

140,000 
18,000 


$175,000 
10,000 


$     4,100 
5,000 


$  90,000 

40,000 

1,500 


$300,000 


238,410 


$382,810 


193,000 


185,000 


9,100 


$769,910 


$131,500 
100,000 


538,410 


$769,910 


) 


I 


o 


^ 


CO 
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I  Intercompany  profit  in  inventories,  January  1,  1932,  80  per  cent, 
of  $4,000.  An  adjustment  is  made  also  for  the  profit  of  SI, 200 
realized  by  Company  C  even  though  the  sale  was  completed  prior 
to  the  acquisition  of  Cs  stock  by  A.  This  is  because  Company  A  in 
owning  80  per  cent,  of  Company  B  took  up  a  share  of  this  profit 
when  this  profit  increased  Company  B's  profits  from  Company  C: 
80  per  cent,  of  60  per  cent,  of  $1,200  is  $576. 

J  Intercompany  profit  in  inventories  December  31,  1932: 

80%  of  $2,500  =  S2,000 

$3,000-  (20%  of  60%  of  $3,000)  =     2,640 
$3,500-  (20%  of  60%)  of  $3,500)  =     3,080 
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Total 


$7,720 


The  above  computation  is  designed  to  show  that  only  that 
part  of  Company  C's  profits  which  belongs  to  the  minority  inter- 

COMPANY  C 

Statement  of  Profit  and  Loss 

Year  Ended  December  31,  1932 


Gross  Sales 

Less  Returns  and  Allowances. 


Net  Sales 

Less  Cost  of  Goods  Sold: 

Inventory  January  1 

Purchases $400,000 

Add  Freight 38,000 


Goods  Available  for  Sale 

Inventory,  December  31 


Cost  of  Goods  Sold 


Gross  Profit  on  Sales 

Less  Selling  and  Administrative  Expenses: 

Salesmen's  Salaries 

Delivery  Expense 

Advertising 

General  Elxpense 

Insurance  

Heat  and  Light 

Donations 

Depreciation 


Net  Operating  Profit  . 

Add  Financial  Income: 
Purchase  Discounts 
Sinking  P'und  Income 


Less  Bond  Interest  Expense 
L        Net  Profit  for  the  Year    . 


$700,000 
7,000 


$  36,000 
438,000 


$474,000 
40,000 


$  52,000 
18,000 
25,000 
60,000 

1,600 
22,000 

1,000 
25,000 


4,500 
400 


4,900 
3,000 


$693,000 


434,000 


$259,000 


204,600 


$     54,400 


1,900 


$  56,300 


Illustration  86 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  IUlance  Sheet 

December  31,  1932 


Current  Assets: 


Assets 


Cash 


Cash  in  Transit 

Customers 

Notes  Reeeival)le    . 

Less  Discounted  Notes. 


$  05,tK)() 
10,(KK) 


Inventories ^^^5'2!J^. 

Reserve  for  Intercompany  Profit ^^-^J 


S3SS,360 

1(),(KK) 

222,000 

55,000 
130,2S0 


Total  Current  Assets 

Fixed  Assets: 

Fixtures  and  Equipment q  orC 

Reserve  for  Intercompany  Profit     ....         __^ 

S27(),S00 
Reserve  for  Depreciation 134, ()(K) 

Buildings ^olS'Ti 

Reserve^  for  Depreciation z^-,ouu 


Land 


Total  Fixed  Assets. 

Bond  Sinking  Fund  .... 

Deferred  and  Prepaid  Items 
Prepaid  Insurance      . 
Orjjianization  Expenses 
liond  Discount     .      .      .      . 


Total 


Goodwill 


Total  Assets 

Liabilities  and  Capital 


Current  Liahilities: 
Accounts  Payable 
Notes  Payable  . 
Accrued  Bond  Interest 


Total  Current  Liabilities 

Fixed  Liahilities: 

Bonds  Payable  .  .  .  ■  ■,,  ■  ■  'on\ 
Minority  Interest:  (See  Schedule,  Illustration  «yj 
Net  Worth: 

Capital  Stock 

Surplus* 


Total  Net  Worth     .      .      . 
Total  Liabilities  and  Capital 


*NoTE.— Including  the  consolidation's  interest  in  appropriated  surplus  on 
the  books  of  the  individual  coniiianios  for: 

Sinking  Fund  Reserves  .      .  $1()0,IHHJ 
Contingency  Reserves.      .  40,000 

$200,000 


Illustration  88 


$142,200 

507,500 
53,000 


$     9,700 

70,(KK) 

6,750 


$140,000 

72,500 

8,750 


$500,000 
506,122 


S  805,640 


702,700 
160,000 


86,450 
33,(XK) 


$1,787,790 


$221,250 

390,000 
110,418 


1,066,122 


$1,787,790 


)- 
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est  in  Company  B  should  be  regarded  as  realized.     The  procedure 
mav  be  altered  as  follows: 

Profit  in  Inventory  of  Company  A: 
Earned  by  Company  B $2,500 

80%  of  same 

Earned  by  Company  C $3,000 

40%  of  same 

80%  of  60 7o  of  same 

Profit  in  Inventory  of  Company  B : 

Earned  by  Company  C $3,500 

80%5  of  Q07o  of  same 

40%  of  same 
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Total 


$2,000 

$1,200 
1,440 

2,640 

$1,680 
1,400 

3,080 

$7,720 

A'  Intercompany  profit  on  sale  of  fixtures.  A  reserve  equal  to  the 
holding  company's  share  (80%  of  $4,000  or  $3,200)  should  be  set 
up.  As  is  indicated  in  Art.  20,  depreciation  expense  should  be 
computed  on  cost  price  to  the  consolidation.  Cost  price  properly 
includes  the  minority  interest's  share  of  the  profit.  Deprecia- 
tion expense  as  recorded  in  entry  C  above  i^  apparently  overstated 
by  12|  per  cent,  of  $3,200,  or  $400.  This  is  corrected  by  the 
adjustment  M. 

M  Adjust  depreciation  expense. 

SCHEDULE  OF   MINORITY  INTEREST 


Capital  Stock  of  Company  B,  20%. 

Surplus  of  Company  B,  20% 

Reserve  for  Contingencies  of  Company  B,  20% 

Net  Profit  of  Company  B,  20%o 

Increase  in  Net  Worth  of  Company  C,  12% 

Capital  Stock 

Suri)lus 

Sinking  Fund  Reserve 

Net  Profit 


Total 


Sixty  per  cent,  of  Same 
I^ess  Net  Worth  Purchased 


Increase 

Twenty  per  cent,  of  same 


Total 


$200,000 

6,500 

10,000 

56,300 


$272,800 


$163,680 
150,000 


$  13,680 


$ 


60,000 

15.000 

2,000 

30,682 


2,736 


$110,418 


Illustration  89 


Explanation  of  Eliminations: 

a,  h,  c,  dj  e — Book  value  acquired  at  the  several  dates  of  acquisition 

of  stocks  owned. 
/  Bonds  owned — bonds  payable. 


: 


^: 
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g  Intercompany  sales  and  purchases. 

h  Intercompany  accounts  receivable  and  payable. 

i  Intercompany  notes  receivable  discounted  outside  the  consolida- 

tion. 
j  Intercompany  advances. 
k  Intercompany  interest  income  and  expense, 
m  Intercompany  accrued  interest  receivable  and  payable. 

COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  G 

Consolidated  Statement  of  Profit  and  Loss 

Year  Ended  December  31,  1932 


Gross  Sales.       .      .     ,•    ,,- 

Less  Returns  and  Allowances 


Net  Sales  .... 

Less  Cost  of  Goods  Sold: 
Inventories,  January  1 
Purchases  .      .      .      • 
Add  Freight  In     . 


$790,000 
GO,IK)0 


S1,950,(K)0 
25,5(X) 


Goods  Available  for  Sale 
Inventories,  December  31 

Cost  of  Goods  Sold   .      . 

Gross  Margin      .... 


$    140,224 
850,0(X) 


S    990,224 
130,2S0 


Less  Selling  and  Administrative  Expenses: 
Salesmen's  Salaries    .      . 
Delivery  Expense   .      .      • 
Advertising     .      .      .      • 
General  Expense     . 

Rent 

Heat  and  Light.      .      .      • 

Donations 

Insurance  Expense.      . 
Depreciation  .... 


$    202.0(X) 

53,(MX) 

120,(XX) 

215,(K)0 

40,(XX) 

72,000 

3,200 

4,100 

72,100 


Total     .      .      . 
Net  Operating  Profit. 


Add  Other  Income: 

Purchase  Discounts    . 
Interest  Income. 
Sinking  Fund  Income 


Deduct  Other  Expense: 
Bond  Interest     . 


$ 


Net  Profit  for  the  Year.      .      . 
Minority  Interest  in  Company  B 


Holding  Company's  Share 


12,700 
2,S10 
4,900 


Illustuation  90 


$1,924,500 


859,944 


$1,0(34,550 


781,400 


$  283,156 


20,410 


$  303,566 

21,150 

$  282,416 
37,438 

$    244,978 


I      > 


y' 


► 
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Minority  Interest,  Alternative  Treatment.— There  are  those  who  will  disagree 
with  the  author's  computation  of  the  minority  interest,  Illustration  89.  It  may  be 
pointed  out  that  there  is  no  minority  group  in  Company  C  and  that  the  equity  of 
the  minority  interest  in  Company  B  must  be  determined  solely  from  the  records  of  that 
company.  While  this  is  strictly  true  in  a  legal  sense,  it  should  not  be  overlooked 
that  the  consolidation  cannot  benefit  from  the  earnings  of  Company  C  without  a 
pro  rata  benefit  to  the  minority  interest  in  Company  B.  If  Company  A  owned 
100  per  cent,  of  Company  C,  the  minority  interest  in  Company  B  would  be  limited 
to  the  net  worth  of  Company  B.  It  is  true,  too,  that  at  the  date  of  these  statements, 
Company  B  has  not  recognized  a  certain  increase  in  the  value  of  its  investment  in 

COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 

Consolidated  Cost  of  Goods  Sold  Working  Papers 

Year  Ended  December  31,  1932 


Company 
A 

Company 
B 

Company 
C 

Adjustments 

Elimina- 
t  ions 

Totals 

Inventories,  January  1 

Piu'C'hases 

Freight  Inward 

48,000 

450,000 

22,000 

60,000 
540,000 

36,000 

400,000 

38,000 

7,720./ 

3,776/ 

■ 

'000,000(/ 

140,224 

790,000 

60,000 

Goods  Available 

Inventories,  December  31        ... 

520,000 
43,000 

600,000 
55,000 

474,000 
40,000 

990,224 
130,280 

Cost  of  Goods  Sold 

477,000 

545,000 

434,000 

859,944 

Note. — Adjustments  and  Eliminations. 

I—^^.^  Consolidatod  Surplus  Working  Papers,  Illustration  92,  for  charge  against  surplus  January  1. 
j_See  Consolidated  Halanee  Sheet,  Illustration  8S,  for  Reserve  for  Intercompany  i  rotit. 
^_See  Consolidated  Profit  and  Loss  Working  Papers,  Illustration  93. 

Illustration  91 

Company  C  and  that  one  might  contend  that  the  minority  should  not  be  credited 
with  a  share  of  such  an  unrecognized  increase.  In  spite  of  such  contentions,  it  is  the 
author's  opinion  that  failure  to  accord  to  the  minority  interest  such  share  as  it  must 
receive  if  and  when  Company  B  recognizes  the  increase,  results  in  an  unpardonable 
overstatement  of  the  consoUdated  surplus. 

Alternative  Working  Papers.— As  has  been  indicated  in  connection  with  the 
earlier  problems,  consolidated  statements  may  be  prepared  from  either  the  trial 
balances  or  the  financial  statements  of  the  subsidiary  companies.  In  either  case,  con- 
solidated working  papers  are  first  prepared.  Illustration  87  exhibits  trial  balance 
working  papers.  In  Illustrations  91,  92,  and  93  are  given  the  working  papers  in 
the  alternative  form.  Only  the  working  papers  showing  the  revenue  accounts 
(Consolidated  Cost  of  Goods  Sold  Working  Papers,  Illustration  91,  Consolidated 
Surplus  Working  Papers,  Illustration  92,  Consolidated  Profit  and  Loss  Working 
Papers,  Illustration  93)  are  given.  The  remaining  accounts  (assets,  liabilities  val- 
uation reserves,  and  net  worth  other  than  surplus)  w^ould  be  handled  as  in  the 
working  papers  prepared  from  the  trial  balances  of  the  three  companies.  For  this 
reason  they  are  not  repeated  here. 
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COMPANY  A  AND  SUBSIDIARY  COMPANIES  B  AND  C 
Consolidated  Phofit  and  Loss  Working  Papers 
Year  Ended  Dccciiibcr  31,  1932 


Gross  Sales 

Less  Returns 


Net  Sales 

Less  Cost  of  Goods  Sold 

Gross  Profit  on  Sales. 
Less  Selling  Expenses    . 


Trading  Profit 

Less  General  Expenses 


Operating  Profit  . 
Add  Other  Income: 

Purchase  Discounts   . 

Interest  Income. 

Bond  Interest  Income 

Dividends 

Sinking  Fund  Income 


Less  Other  Expenses: 
Bond  Interest     . 


Net  Profit  for  1932    .      . 
Minority  Interest: 

Company  B,  207o. 
Company  C,  12% 

Holding  Company's  Share 


Company 
A 


900,  (MM) 
8,500 


S9 1,500 
477,000 


414,5(K) 
175,000 


239, 5(M) 
150,100 


S9,4(M) 

2,2(M) 
2,5(M) 
3,(M)0 
3(),(MM) 
4,500 


137,()(M) 
15,750 


121,850 


121,850 


Company 
B 


950,(MM) 
10,(XM) 


94(),(MM) 
545,00{J 


395,0(K) 
105,000 


290.(MM) 
147,100 


142,900 

('),(MM) 
310 
()(M) 

9,()(M) 


159,410 
(),000 


153,410 


3(),()82 


122,728 


Coinpiiny 
C 


7(M),(MM) 
7,(MM) 

(193,(MM) 
4:n.(K)0 


259,(KK) 
95,000 


ir,  1,000 
109,()<M) 


54,400 
4,500 

4(KJ 


59,300 
3,000 


5(),3(M) 


G,75() 


49,544 


Eliminti- 
tions 


()(M),(MM)f/ 


• 


400.U 


3.()(M)A- 
45,()(M)// 


3.()00A- 


(49,144) 


Total 


1 ,950,0<K) 
25,500 


1,924.500 

859,944 


1 .004,5.56 
375,000 

689.556 
406,400 


283,156 

12,700 
2,810 


4,900 


303,566 
21,150 


282,416 
37,438 


244.978 


jsj^QTE. For  description  of  adjustments  and  eliminations  sec  explanation  of  these  items  accompanying  the  first 

form  of  working  papers,  pages  136-140. 

Illustkation  93 

The  surplus  of  Company  C  on  January  1,  1932,  may  be  found  as  follows: 

COMPANY   C 

Analysis  of  Surplus 


Balance  per  Trial  Balance  December  31: 
Reserve  for  Sinking  Fund    .      .      . 
Earned  Surplus 


Total , 


Loss  (Assumed  to  be  loss  of  capital  assets)    . 

Balance,  June  30  (Stated  in  problem)    .      . 
Add  Dividends  Declared  June  20  ...     • 


Balance  January  1,  1932 


$16,500 
13,500 


,S30,000 
16,000 


$46,(K)0 


I  '> 
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The  problem  indicates  that  Company  C's  sinking  fund  requirement  is  due 
annually  on  May  1.  It  is  likely  that  the  Reserve  for  Sinking  Fund  is  increased 
concurrently.  The  $46,000  balance  shown  was  apparently  carried  on  January  1, 
as  Surplus  $38,500  and  Reserve  for  Sinking  Fund  $7,500.  The  appropriating  on 
May  1  of  $2,500  to  the  Reserve  for  Sinking  Fund  did  not  alter  the  company's  total 
surplus  and  is,  accordingly,  omitted  from  the  foregoing  analysis. 

Dividends  Paid  by  Company  C:  The  problem  indicates  that  Company  C 
paid  out  $16,000  in  dividends,  declared  June  20  and  paid  Juiy  5.  These  were 
payable  to  stockholders  of  record  June  20.  Accordingly,  in  the  consolidated  sur- 
plus working  papers,  Illustration  92,  the  minority  interest  is  charged  with  $15,400 
in  dividends  (20%  of  $45,000  paid  by  Company  B  plus  40%  of  $16,000  paid  by 
Company  C). 
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PROBLEMS 

Solutions  to  the  following  prol)loms  aro  now  to  bo  prrpanMl  by  you  aftor  carc^ful  stuclv  of  the 
foregoing  chapter.  Any  good  quality  paper  on  wliich  your  work  will  appear  n(Mit  ami  legible  may 
be  used. 

Problem  L— Following  are  the  trial  balances  of  Companies  A,  B,  and  C  at 
December  31,  1934: 


Debits 

Cash 

Accounts  Receivable    . 
Notes  Receivable. 
Raw  Material,  January  1 . 
Purchased  Raw  Material 

Labor      

Manufacturing  Burden  . 
Process  Invtnitory,  January  1 
Finished  (loods,  January  1  . 
Selling  Expense's      .      .      .      . 
General  Exi)enses 
riant  and  Equipment . 
Investments: 

Stock  Company  B  . 

Stock  Company  C 
Bond  Sinking  Fund  .      .      . 
Discount  on  Bonds 
Dividends  Recei val  )le 
Bond  Interest  (6  month?)     . 


Credits 

Capital  Stock 

Notes  Payable      .... 
Accounts  Payable  .      .      .      . 
First  Mortgage  Bonds     . 
Sinking  Fund  Reserve. 
Depreciation  on  Assets   . 

Sales  (Net) 

Surplus,  January  1  .   .   . 


162,030 

125,()40 

50,000 

41,285 

295,8.50 

225,610 

218,450 

61,375 

40,()50 

98,480 

72,350 

842,(KK) 

.560,(KK) 

750.000 

30,000 

22,500 

15,000 


3,()  11,220 


1,5CK),(KK) 

60,()(M) 

54,785 

.5(M).(K)0 

30,l)(M) 

277,585 

1,031,235 

157,615 


B 


75,820 
120, 1(X) 

32,648 

213,3S() 

175,S19 

164,372 

47,610 

33,S19 

75,210 

39.39 1 

()25,000 


1,()03,472 


3,611,220 


4(X).(KK) 
50,(M)0 
42,610 


175,0(M) 
735.S()2 
2(X),000 


C 


101,640 
124,208 

45.614 

270,()90 

195,713 

1()S,440 

54,709 

47,480 

92,214 

54.582 

tJ50,090 


1 ,805,380 


1,«)03,472 


5(X),(X)0 
61,815 


215,600 
8.52, 9()5 
175,000 


1,805,380 


Company  A  owns  SO  per  cent,  of  the  capital  stock  of  ( \)mpany  B.  At  the 
time  of  acciuisition,  the  capital  stock  of  Company  B  was  S4(X),()()()  and  the  surplus 
was  $150,000. 

All  of  the  $500,000  capital  stock  of  Company  C  was  accpiired  at  a  cost  of 
$750,000.  The  surplus  of  Company  C  at  date  of  acciuisition  of  the  stock  was 
$133,000. 


A 


i' 
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The  First  Mortgage  Bonds  of  Company  A  w^ere  dated  January  2,  1932,  and 
made  payable  twenty  years  thereafter.  Interest  thereon  at  6  per  cent,  is  payable 
semiannually.     These  bonds  w^ere  sold  at  95  per  cent,  of  face  value. 

No  debits  or  credits  w^ere  made  to  Surplus  during  the  current  year. 

Interest  on  bonds  is  to  be  set  up  and  a  reserve  of  $15,000  for  sinking  fund  is  to 
be  provided.     Discount  on  bonds  is  to  be  amortized  one-twentieth  yearly. 

Accruals  (other  than  interest  on  bonds)  and  deferred  items  are  not  to  be  con- 
sidered in  this  problem. 

Inventories  at  December  31,  1934,  were  as  follows: 


A 

B 

C 

Raw  Materials 

Goods  in  Process 

Finished  Goods 

50,790 
68,915 
48,210 

36.292 
51,816 

38,782 

51,478 
60,834 
54,615 

167,915 

126,890 

166,927 

Inventories  of  Companies  B  and  C  include  purchases  from  Company  A  on 
which  the  latter  company  made  a  profit.  The  profit  included  in  B's  inventory 
was  estimated  at  $5,000  and  in  C's  inventory  at  $6,000. 

At  the  close  of  the  year  1934,  dividends  on  capital  stock  were  declared  by  the 
several  companies  as  follows :  Company  A,  10  per  cent. ;  Company  B,  10  per  cent. ; 
Company  C,  15  per  cent.  All  dividends  were  payable  on  January  15,  1935.  No 
capital  stock  was  issued  during  the  year  1934. 

From  the  given  data,  prepare  for  the  current  year  a  consolidated  profit  and 
loss  statement,  a  consolidated  surplus  statement;  and  a  consoUdated  balance  sheet, 
showing  goodwill;  also  a  schedule  of  the  minority  interest.  Intel  company  expense 
and  income  accounts  shou'd  not  be  eliminated,  because  data  are  incomplete. 
Unless  elimination  can  be  made  accurately,  no  purpose  is  served  by  the 
elimination. 

Problem  2.— On  December  31,  1933,  the  consolidated  working  papers  of  Com- 
panies D,  E,  and  F  exhibited  a  reserve  for  intercompany  profits  in  inventories  of 
$2,000.     The  books  of  the  respective  companies  give  the  following  information: 


Surplus,  January  1,  1934 
Dividends  Paid,  1934  . 
Profits,  1934   .... 
Capital  Stock    .     .     . 


D 


E 


180,000 
60,000 
97,000 

500,000 


120.000 
30,000 
90,000 

200,000 


90,000 

80,000 

100,000 

200,000 


I 


i 
i 
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Company  I)  owns  00  per  cent,  of  Company  E's  stock  and  80  per  cent,  of 
Company  F's  stock.  These  stocks  were  })ou<2;ht  June  30,  1930,  for  $200,000  and 
$180,000,  respectively,  when  the  net  worth  accounts  were: 


Capital  Stock 
Surplus     . 


E 


2()(),()()() 
100,000 


200,000 
50,000 


The  consolidated  profit  and  loss  workin^^  papers  at  l^ecember  31,  1934,  indi- 
cate that  the  holding  corporation's  share  of  the  net  profit  for  the  year  ended  on  that 
date  is  $97,000. 

The  December  31  inventory  of  Company  D  contains  ^oods  on  which  Company 
E  made  a  profit  of  $3,000  and  goods  on  which  Company  F  made  a  profit  of  $2,000. 
The  inventory  of  Company  F  contains  goods  on  which  Company  D  made  a  profit 
of  $1,500. 

Company  D  has  followed  the  practice  of  taking  up  its  share  of  the  profits  or 
losses  of  its  subsidiary  companies. 

You  are  asked  to  submit: 

(1)  A  transcript  of  the  investment  accounts  from  January   1   to 
December  31,  1934. 

(2)  A  schedule  of  minority  interests. 

(3)  Consolidated  surplus  working  papers  for  the  year  ended  Decem- 
ber 31,  1934. 

Retain  your  solutions  and  continue  with  the  study  of  the  next  chapter. 


CHAPTER  VI 
CORPORATE  REORGANIZATIONS 

34.  General  Considerations. — It  is  not  unusual  for  a  corporation  to  find  itself 
at  a  point  beyond  which  it  is  unable  to  continue  ordinary  operations  under  existing 
conditions.  The  reasons  for  the  corporation's  being  at  this  point  may  be  few  or 
many,  definite  or  indefinite.  Two  closely  related  reasons  are  ignorance  and  dis- 
honesty. It  is  not  asserted  that  the  two  terms  are  synomymous  but  the  results 
produced  by  one  may  be  identical  with  the  results  produced  by  the  other.  The 
company  that  has  lost  its  assets  through  embezzlement  is  in  a  position  similar  to 
that  of  the  company  which  has  lost  its  assets  because  the  officers  of  the  company 
ignorantly  continued  to  sell  the  company's  products  below  cost  of  production. 
It  is  human  to  err  and  if  a  number  of  serious  errors  are,  through  a  combination  of 
unfortunate  circumstances,  committed  within  a  limited  time,  the  corporation  may 
find  that  it  is  on  the  verge  of  bankruptcy  as  a  result.  Rapid  and  violent  changes  in 
economic  conditions  may  of  themselves  bring  a  corporation  to  the  point  where  it 
faces  the  alternatives  of  bankruptcy  or  reorganization.  It  is  not  the  purpose  of 
this  chapter  to  deal  extensively  with  the  various  factors  that  result  in  such  mis- 
fortunes to  the  corporate  enterprise.  Rather  we  are  concerned  with  the  results 
produced  by  these  factors.  For  the  accountant,  the  situation  exists.  He  is 
interested  in  the  causes  only  in  so  far  as  they  may  be  avoided  or  counteracted  in 

the  future. 

When  a  corporation  reaches  a  point  beyond  which  it  cannot  continue  opera- 
tions without  drastic  changes,  it  faces  the  alternatives  of  bankruptcy  or  reorganiza- 
tion. For  many  corporations,  a  reorganization  likely  to  produce  satisfactory  results 
will  be  out  of  the  question.  If,  for  example,  a  corporation  is  equipped  to  manu- 
facture only  one  highly  specialized  product  and  the  public  has  almost  entirely  ceased 
demanding  this  product,  little,  if  any,  reason  exists  for  attempting  to  continue  the 
business.  It  represents,  simply,  capital  that  has  been  lost  in  an  unsuccessful  ven- 
ture. Its  capital  is  worthless  because  it  is  in  a  form  for  which  there  is  no  demand. 
As  a  second  example,  one  may  think  of  a  corporation  that  has  been  engaged  in  a 
highly  competitive  field  like  the  retail  grocery  field.  If  it  has  lost  its  capital  through 
an  unprogressive  attitude,  through  the  increasing  unpopularity  of  disgruntled 
officers  and  employes,  or  through  the  public's  loss  of  confidence  in  the  integrity  of 
the  management,  it  is  not  likely  that  even  drastic  reorganization  will  be  of  much 
benefit.  There  are  so  many  other  stores  catering  to  the  public  that  it  would  be 
almost  impossible  for  such  a  corporation  to  regain  lost  prestige  in  sufficient  amount 
to  warrant  the  risks  that  inevitably  attend  going  on. 

For  other  corporations,  reorganization  may  be  the  proper  alternative.  A  cor- 
poration may  be  unable  to  meet  its  current  financial  obligations  because  of  the 
failure  of  certain  customers  to  pay  promptly  the  amounts  owed  to  the  corporation. 
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In  other  words,  large  bad-debt  losses  coming  unexpectedly  or  with  almost  no  warn- 
ing may  embarrass  a  corporation  otherwise  sound.  If  the  officers  and  directors  of 
a  corporation  have  been  overly  optimistic  in  viewing  the  future  i)r()OTess  of  the 
business  undertaking,  they  may  have  expanded  plant  facilities  more  rapidly  than 
actual  conditions  warrant.  If  t  his  expansion  has  been  financed  by  means  of  a  bond 
issue,  the  corporation,  with  income  far  below  that  anticipated,  may  find  itself  unable 
to  meet  its  periodic  interest  charges. 

When  a  corporation  is  unable  to  meet  its  obligations,  it  may  seek  voluntary 
bankruptcy  or  its  creditors  may  petition  it  into  involuntary  bankruptcy  In 
either  event  it  is  likely  that  the  unsecured  creditors  will  receive  almost  nothing 
when  their  claims  are  liciuidated.  Figures  published  not  long  ago  revealed  the 
startling  fact  that  the  average  payment  to  unsecured  creditors  in  bankruptcy  actions 
in  the  United  States  has  been,  over  a  period  of  several  years,  less  than  ten  cents 
on  the  dollar.  Any  alternative  which  gives  promise  of  even  slightly  greater 
returns  is  likely  to  prove  attractive  to  creditors.  Some  compromise  mav  be  effected 
under  which  the  creditors  agree  to  scale  down  their  claims.  A  receher  may  be 
appomted,  by  order  of  a  court,  to  operate  the  business  for  the  benefit  of  the  creditors 
The  company  may  undergo  a  general  reorganization.  The  last  of  these  possibilities 
f^rms  the  subject  of  this  chapter. 

^     '^Reorganization  is  undertaken  when  it  seems  to  be  the  best  means  of  protect- 
ing all  of  the  equities.     One  might  expect  to  find  the  secured  creditors  almost 
wholly  uninterested  in  the  welfare  of  the  unsecured  creditors  and  interested  not 
at  all  in  the  ownership  equity.     It  is  true  that  the  secured  creditors  may  take 
their  security  and  give  no  thought  to  the  welfare  of  the  other  equities.     But  security 
IS  frequently  worth  far  less  at  forced  sale  value  than  the  face  of  the  debt  that  it 
presumably  secures.     As  an  integral  part  of  a  going  concern,  a  building,  a  machine 
or  a  patent,  may  be  very  valuable.     Apart  from  the  other  units  of  the  organiza- 
tion, no  one  of  these  may  be  part icularly  valuable.     In  the  hands  of  expert  manao-e- 
ment,  they  may  be  made  highly  productive,  while  at  forced  sale  they  mav  brhig 
little  or  nothing.     Early  in  1933,  for  example,  a  business  whose  balance  sheet  in 
1930  showed  assets  of  over  $40,000,000  was  sold  at  aucti(Hi  for  slightly  more  than 
$oOO,000.     If  the  ownership  e(juity  is  disregarded,  the  creditors  are  quite  likely  to 
be  without  the  services  that  only  those  thoroughly  familiar  with  the  oKganization 
can  be  expected  to  render.     For  these  reasons,  and  manv  others,  it  is  frequently 
the  part  of  wisdom  for  each  class  of  equity  to  surrender  some  part  of  its  claim  for 
the  benefit  of  all. 

(f  35.  Plan  of  Reorganization.— Some  plan  for  reviving  and  continuing  the  cor- 
poration must  be  adopted.  This  should  be  prepared  by  a  committee  whose  work 
and  recommendations  are  likely  to  receive  the  endorsement  of  a  majority  of  the 
creditors  and  owners.  Every  effort  should  be  put  forth  to  avoid  the  totalsacrifice 
of  the  interests  of  one  group  for  the  benefit  of  any  other  or  others.  If  the  plan 
disproportionately  favors  the  secured  creditors,  it  is  unlikely  to  receive  the  support 
of  the  unsecured  creditors  and  owners.  The  owners  are  not  likely  to  be  interested 
in  any  plan  which  does  not  give  them  a  fair  chance  to  regain  full  control  of  their 
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business  as  a  going  concern.     It  is  safe  to  assert  that  the  selecting  of  the  right  com- 
mittee is  the  most  significant  step  in  the  entire  program. 

In  order  to  warrant  a  reorganization  there  must  be  reason  to  beUeve  that  the 
corporation  after  reorganization  has  a  good  chance  to  continue  operations  at  a  profit. 
Reorganization  is  seldom  worth  while  if  it  will  result  in  little  more  than  a  postpon- 
ing of  the  day  of  final  reckoning.  Several  means  may  be  available  to  aid  the 
corporation : 

1.  It  may  be  possible  to  introduce  new  capital,  the  proceeds  of  which  can  be 
used  to  licjuidate  the  more  pressing  claims  of  creditors. 

2.  It  may  be  possible  to  effect  a  composition  with  the  creditors  under  which 
agreement  each  creditor  voluntarily  transfers  a  part  of  his  claim  into  a  long-term 
debt  at  a  low  interest  rate  or  surrenders  some  part  of  his  claim  entirely.  For 
example,  it  may  be  agreed  that  each  $1,000  of  debt  now  due  shall  be  payable: 

$200  on  demand, 

$200  after  one  year  from  date  but  subject  to  renewal  for  a  like 

period  if  the  corporation  so  requests, 
$400  five  years  after  date,  such  part  to  be  evidenced  by  notes 

bearing  5  per  cent,  interest  annually, 
•    $200  canceled. 

3.  It  may  be  possible  to  effect  a  transfer  of  equities  from  liability  status  to 
capital  status.  The  creditors,  for  example,  may  be  willing  to  accept  preferred 
stock  or  even  common  stock  for  part  or  all  of  their  claims.  Usually  stock  accept- 
able to  the  creditors  must  enjoy  some  preference  over  that  in  the  hands  of  the  owner- 
ship group.  >  The  preference  may  be  brought  about  by  issuing  common  stock 
to  both  creditors  and  owners  but  on  a  basis  which  provides  a  higher  ratio  for  the 
creditors.  To  illustrate:  Creditors'  claims  of  $200,000  and  owners'  claims  of 
$300,000  ($100,000  preferred  stock  and  $200,000  common  stock)  may  exist  at  the 
time  the  corporation  is  unable  to  continue.  The  corporation  might  be  reorganized 
on  the  following  basis: 

t 

Creditors:     $200,000  6  per  cent.  Cumulative  First  Preferred 

Stock,  • 

Preferred  Stockholders:     $50,000  6  per  cent.  Non-cumulative 

Second  Preferred  Stock  and  $25,000  Common  Stock, 
Common  Stockholders:     $100,000  Common  Stock. 

The  foregoing  might  be  reflected  by  the  following  journal  entry: 

Creditors'  Claim  (Itemized) 200,000 

Preferred  Stock 100,000 

Common  Stock 200,000 

First  Preferred  Stock 200,000 

Second  Preferred  Stock 50.000 

Common  Stock 125,000 

Donated  Surplus 125,000 

To  record  exchange  of  securities  as  indicated. 
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Or  a  second  basis  for  reorganization  might  be: 
Creditors:     $200,000  Common  Stock. 
Preferred  Stockholders:     $50,000  Common  Stock. 
Common  Stockhoklers:     $50,000  Common  Stock. 

It  shoiikl  be  evident  that  in  converting  Habilities  to  net  worth  the  number  of 
possible  combinations  is  almost  without  Umit. 

4.  If  the  creditors  will  not  accept  an  ownership  claim  in  exchange  for  their 
present  claims,  it  may  be  possible  to  effect  a  transfer  from  one  type  of  liability  to 
another.  This  is  not  unlike  the  composition  with  creditors  already  mentioned. 
The  holders  of  G-per-cent.  First  Mortgage  Bonds  may  accept  6  per  cent.  First 
Mortgage  Income  Bonds.  The  company  is  thus  benefited  not  by  a  reduction  in 
the  amount  of  outstanding  debt  but  by  the  provision  under  which  it  need  not  pay 
interest  on  its  bonds  unless  the  interest  requirement  is  earned.  Such  income  bonds 
may  be  either  cumulative  or  non-cumulative.  The  holders  of  Second  Mortgage 
Bonds  may  accept  debenture  bonds  or  other  junior  liens.  Holders  of  both  First 
and  Second  Mortgage  Bonds  may  exchange  their  holdings  for  del)entures  on  some 
equitable  basis  in  order  that  the  corporation  may  secure  atlditi(mal  funds  through 
the  issuing  of  new  First  Mortgage  Bonds. 

COMPANY   A 

Balance  Sheet 

December  31,  1934 
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Assets 

Cash 

Receivables  (Net)  . 

Inventories 

Plant  and  Equipment  (Net) 
Bond  Discount     .      .      .      . 
Treasury  Stock,  Common. 
Goodwill 


^    100,000 

20(J,(KK) 

300,000 

1,500,000 

25,000 

75,  (KW) 

150,  (KM) 


$2,350,000 


Liabilities  and  Capital 

Notes  to  Banks 

Accounts  Payable      .... 

Accrued  Bond  Interest 

Bonds  Payable 

Capital: 

1st  Preferred  Stock    .  S    5(X),000 
2nd  Preferred  Stock          300,(XX) 
Common  Stock      .      .      500,(KX) 

$2(X),000 

5(X),(XXJ 

60,(MK) 

500,000 

Total     ....   $1,3(K),()(K) 
Capital  Surplus      .      .      100,000 

Total     ....   $1,400,000 
Less  Deficit  .      .            310,0(K) 

Net  Worth 

1,090,000 

$2,350,000 

Illustration  94 

The  actual  recording  of  the  reorganization  calls  for  the  application  of  no  new 
principles.  As  is  indicated  in  the  illustrative  entry  in  paragraph  3,  the  old  claims 
(of  either  creditors  or  owners  or  both)  are  written  off  and  in  their  stead  new  claims 
are  set  up.  If  an  operating  deficit  appears  on  the  books,  any  surplus  resulting  from 
the  reorganization  is  applied  first  toward  the  eliminating  of  this  deficit.     Any  dis- 
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count  or  premium  on  old  stock  or  bond  issues  should  be  closed  out  to  the  surplus 
(or  deficit)  account.  This  is  true,  likewise,  of  any  unissued  stock,  treasury  stock, 
or  treasury  bonds  of  issues  to  be  discontinued.  If  a  goodwill  account  appears,  its 
balance  is  usually  closed  out.  The  balance  sheet  shown  in  Illustration  94,  and 
additional  data,  may  be  used  to  illustrate  the  journal  entries  involved  in  a 
reorganization: 

Additional  Data: 

1.  The  bonds  are  first  mortgage  bonds  bearing  6  per  cent,  per  annum.  One- 
half  of  the  issue  matures  January  1,  1935. 

2.  The  notes  issued  to  banks  mature  March  1 ,  1935.  They  have  been  renewed 
frequently  and  the  bankers  have  indicated  that  no  further  renewals  will  be  granted. 

3.  The  first  preferred  stock  is  7-per-cent.  cumulative.  No  dividends  have  been 
paid  on  this  stock  since  January  1,  1930.  At  that  time,  there  were  no  dividends  in 
arrears. 

4.  The  second  preferred  stock  is  6-per-cent.  cumulative.  Dividends  in 
arrears  amount  to  $63,000. 

5.  The  treasury  stock  account  represents  1,000  shares  of  stock  having  a  par 
value  of  SI 00  per  share. 

A  committee  representing  the  bondholders,  bankers,  other  creditors,  and  stock- 
holders, has  prepared  a  plan  under  which  a  reorganization  may  be  undertaken.  The 
committee  is  of  the  opinion  that  the  corporation's  financial  difficulties  are  due  pri- 
marily to  overexpansion  of  plant  and  equipment  and  that  the  management  other- 
wise has  been  honest  and  efficient.  The  committee  believes  that  the  company 
should  earn  satisfactory  profits  if,  through  the  reorganization  proposed,  the  indebted- 
ness can  be  scaled  down,  certain  economies  effected  in  operations,  and  depreciation 
charges  reduced  through  a  reduction  of  the  plant  account.  The  detailed  proposal 
follows: 

1.  Accounts  payable  shall  be  compromised  at  80  cents  on  the  dollar,  and  this 
compromised  amount  shall  be  payable  40  cents  on  demand  and  40  cents  one  year 
after  date.  This  deferred  amount  shall  be  represented  by  notes  payable  bearing 
4-per-cent.  interest  per  annum. 

2.  Notes  payable  to  banks  shall  be  extended  for  a  period  of  two  years  and  the 
bankers  shall  advance  further  loans  of  $200,000  repayable  one-half  at  the  end  of  six 
months  and  the  balance  at  the  end  of  one  year.  It  is  further  agreed  that  these  new 
loans  shall  be  regarded  in  liquidation  as  enjoying  priority  over  the  old  loans  and  the 
claims  of  ordinary  creditors  at  December  31,  1932. 

3.  A  new  issue  of  6-per-cent.  first  mortgage  bonds  in  the  amount  of  $500,000 
is  authorized.  An  issue  of  $250,000  of  6-per-cent.  cumulative  debenture  income 
bonds  is  authorized.  The  outstanding  first  mortgage  bonds  shall  be  exchanged 
for  the  entire  issue  of  debentures  plus  one-half  of  the  new  first  mortgage 
bonds.  The  balance  of  the  new  first  mortgage  bonds  shall  be  sold  to  the  bankers 
at  92. 
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4.  A  new  issue  of  $300,000  7-pcr-cent.  cumulative  first  preferred  stock  shall 
be  sold  at  par. 

5.  The  first  preferred  stock  now  outstanding:  and  all  attending  claims  for 
dividends  in  arrears  shall  be  exchanged  for  a  $400,000  issue  of  G-per-cent.  cumulative 
second  preferred  stock. 

6.  There  is  authorized  a  $500,000  issue  of  Class  A  common  stock  consisting 
of  5,000  shares  of  a  par  value  of  $100  each.  The  second  jM-eferred  stock  now  out- 
standing and  all  attending  claims  for  dividends  in  arrears  shall  be  exchanged  for 
Class  A  conunon  stock  of  a  par  value  equivalent  to  such  total  claims.  Class  A 
common  stock  shall  receive  non-cumulative  dividends  of  (i  per  cent,  per  annum 
before  any  dividends  shall  be  paid  on  Class  B  common  stock.  After  a  dividend  of 
$2.00  per  share  shall  have  been  paid  in  any  one  year  on  Class  B  common  stock, 
Class  A  conmion  stock  shall  participate  in  further  dividends  at  the  rate  of  fifty 
cents  ($.50)  per  share  for  each  additional  one  dollar  ($1.00)  per  share  paid  to  the 
Class  B  common  stock. 

7.  There  is  authorized  20,000  shares  of  Class  B  common  stock  without  par 
value  but  having  a  stated  value  of  five  dollars  ($5.00)  per  share.  The  4,000  shares 
of  common  stock  now  outstanding  shall  be  exchanged  for  12,000  shares  of  Class  B 
common  stock. 

8.  The  plant  account  shall  be  written  down  $500,000  in  order  to  secure  a 
reduction  in  the  company's  annual  provision  for  depreciation  of  plant  and  ecjuip- 
ment. 

If  the  proposal  is  accepted  by  all  the  parties  interested  and  its  terms  are  carried 
out,  the  reorganization  may  be  recorded  by  the  following  journal  entries: 


Accounts  Payable .$500,000 

Accounts  Payat)lo 

Notes  Payable,  Special 

Surplus 

To  record  compromise  with  creditors. 

Notes  to  Banks 200,000 

Notes  Payable,  Special 

To  record  renewal  of  notes  for  a  two-year 
period. 

Cash 200,000 

Notes  Payable  to  Banks 

To  record  additional  advances  by  bankers. 

Unissued  First  Mortsago  Bonds 500,()()() 

Unissued  Income  Bonds 250,000 

First  iM()rtfi;a^(^  ()%  Bonds 

Income  Debenture  Bonds 

To  record  bond  authorizations. 

Bonds  Payable 500,000 

Surplus 25,000 

Unissued  First  Mortgajije  Bonds 

Unissued  Income  Bonds 

Bond  Discount 

To  record  exchange  of  bonds  and  to  write 
off  unamortized  discount  on  the  old  bonds. 


S200,000 
200,000 
100,000 


200,000 


200,000 


500,000 
250,000 


250,000 

250.000 

25,000 


3^ 
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Cash $230,000 

Bond  Discount  and  Expense 20,000 

Unissued  First  Mortgage  Bonds $250,000 

To  record  sale  of  one-half  of  bonds  at  92. 

Cash 300,000 

First  Preferred  Stock,  7%  Cumulative.      .      .  300,000 

To  record  sale  of  stock  at  par. 

First  Pref(Tred  Stock 500,000 

Second  Preferred  Stock,  6%  Cumulative  .      .  400,000 

Surplus 100,000 

To  record  exchange  of  stock. 

Unissued  Common  Stock,  Class  A 500,000 

Common  Stock,  Class  A 500,000 

To  record  stock  authorization. 

Second  Preferred  Stock 300,000 

Surplus 63,000 

Unissued  Common  Stock,  Class  A     .      .      .      .  363,000 

To  record  exchange  of  stock. 

(The  Corporation  has  been  authorized  to  issue  20,000 
shares  of  Class  B  Common  Stock  without  Par  Value 
but  with  Stated  Value  of  $5  per  share.) 

Common  Stock 500,000 

Common  Stock,  Class  B 60,000 

Treasury  Stock,  Common 75,000 

Surplus 365,000 

To    record    exchange    of    4,000    shares    of 

common  stock  of  $100  par  value  per  share 

for  12,000  shares  of  common  stock  without 

par  value  and  to  close  out  1,000  shares  of 

common  stock  held  in  the  treasury 

Accounts  Payal)le 200,000 

Accrued  Bond  Interest 60,000 

Cash 260,000 

To  record  payment  of  account  balances  pay- 
able on  demand  and  of  accrued  interest  on 
bonds. 

Surplus 500,000 

Plant  and  Equipment 500,000 

To  write  down  this  asset. 

Surplus 150,000. 

Goodwill 150,000 

i  To  write  ofif  goodwill. 

I^ToTE  — Tho  writing  off  of  the  goodwill  is  not  essential.  It  is  obvious  that  the  corporation  has  not  earned  any- 
thing that  might  be  regarded  as  "excess  profits,"  but  it  does  not  follow  that  the  goodwill  should  be  amortized  for  this 
re-i'^on  alone  The  writing  down  of  the  plant  account  produces  a  deficit  and  this  deficit  is  only  mcreased  by  the  closing 
of' the  goodwill  account.  This  is,  however,  not  entirely  without  purpose.  The  corporation  cannot  distribute  any 
earnings  as  dividends  until  after  profits  equal  to  the  amount  of  the  deficit  have  been  applied  to  raising  the  capital 
to  its  stated  value. 

The  balance  sheet  of  the  reorganized  corporation  may  be,  and  usually  is,  pre- 
pared prior  to  the  acceptance  of  the  reorganization  proposal.  It  is  used  as  a 
picture  of  the  financial  position  which  will  probably  result  if  the  plan  is  carried  out 
as  contemplated  by  the  committee.  Such  balance  sheets  should  leave  in  the 
readers'  minds  no  doubt  that  they  are  based  in  large  measure  on  a  projection  into 
the  future  rather  than  wholly  on  transactions  of  the  past.  The  balance  sheet  of 
Company  A  as  reorganized  may  appear  as  in  Illustration  95 : 
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COMPANY    A 

Balance  Sheet 
December  31,  1934 

(After  giving  effect  to  the  reorganization  proposed  by  Messrs.  Doe,  Roe,  and  Koe.) 


Current  Assets: 

Cash  .  .  .  ,  . 
Receivables  (Net) 
Inventories 


Assets 


Total  Current  Assets. 
Fixed  Assets: 

Plant  and  Equipment  (Net) 
Deferred  Charges: 

Discount  on  Bonds 


$  570,0(K) 
200,()(X) 
300,(KK) 


Total  Assets, 


Lialnlities  and  Capital 
Current  LiahilUies: 

Notes  Payable  to  Banks 

Notes  Payable,  Special 


Total  Current  Liabilities 


Fixed  Liabilities: 

Notes  Payal)le,  Special 

First  Mortgap;e  Bonds  Payabhv 

Income  Debenture  Bonds  Payal)le 

Total  FLxed  Liabilities. 


Cajnfal: 

First  Preferred  Stock,  7%  Cumulative 

Second  Preferred  Stock,  6%  Cumulative 

Common  Stock,  Class  A $r)(K),()00 

Less  Unissuenl  Stock 137,000 


Common  Stock,  Class  B  (Without  Par  \'alue,  12,000  Shares) 


Total  Capital  Stock  Outstanding 
Deduct  Deficit      .      .      .      . 


Net  Worth 

Total  Liabilities  and  Net  Worth 


$    200,000 
200,000 


$1,070,000 

1,000,000 

20,000 


$2,090,0(X) 


$    200,000 

r)0(),(K)o 

250,(X)0 


$    3(X),000 
400,000 

363,000 

GO,  (KM) 


$1,123,000 
383,000 


$    400,000 


950,000 


40,000 


$2,090,(X)0 


Illustration  95 

It  is  not  essential  that  the  balance  sheet  be  prepared  as  of  December  31,  1934. 
The  statement  of  the  problem  indicates  that  the  committee  has  been  active  because 
it  has  been  evident  for  some  time  that  the  corporation  could  not  continue.  Hence, 
it  is  proper  to  prepare  a  balance  sheet  as  it  would  appear  if  the  committee's  plan 
were  adopted  in  order  that  this  statement  may  be  compared  with  tlie  one  reflecting 
actual  conditions  on  the  date  in  question.  Frequently  the  committee  estimates 
the  time  that  will  be  required  for  carryin<j;  out  its  scheme,  and  prepares  estimates  of 
income  and  expenses  for  the  period,  also  receipts  and  disbursements,  and  other  items 
of  significance,  and  finally  the  financial  statements  at  the  end  of  the  period  in 
question. 
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36.  Principal  Work  of  the  Accountant.— The  foregoing  illustration  gives 
evidence  of  the  truth  of  the  statement  that  the  preparing  of  the  actual  reorganiza- 
tion entries  is  not  difficult.  These  entries  are  the  summation  of  various  tasks  far 
more  difficult.     The  principal  work  of  the  accountant  may  be  outlined  as  follows: 

1.  Analyzing  of  the  financial  statements  of  two  or  more  past  periods,  and 
studying  of  market  reports,  production  schedules,  selling  terms,  and  other  significant 
facts  in  an  attempt  to  determine  the  exact  causes  of  the  existing  financial  stringency. 

2.  Recasting  of  the  financial  statements  of  two  or  more  past  periods  in  order 
to  indicate  the  financial  conditions  that  would  exist  if  the  proposed  plan  of  reorgani- 
zation had  been  in  operation  two  or  three  periods  earlier.  In  connection  with  these 
statements,  there  must  be  considered: 

(a)  Changes  in  Fixed  Charges:  These  include  any  changes  in 
depreciation  and/or  depletion  schedules,  interest  on  old  and  new 
securities,  etc. 

(h)  Expenses  of  Activities  to  be  Abandoned  or  Discontinued:  The 
reorganization  proposal  may  contemplate  the  abandoning  of  a 
warehouse,  of  land  held  as  a  possible  plant  site,  the  discontinuing 
of  a  given  line  of  product  or  of  certain  branch  houses  or  agencies 
or  of  other  things  now  a  part  of  the  corporation's  regular  activi- 
ties. The  abandoning  of  these  activities  will,  of  course,  eliminate 
the  expenses  attending  them. 

(c)  Expense  of  Activities  to  be  Introduced:  In  addition  to,  or 
instead  of,  abandoning  certain  activities,  the  plan  may  call  for 
the  introduction  of  new  activities.  The  corporation  may  plan  to 
establish  its  own  branches  instead  of  relying  on  local  independent 
wholesalers  or  retailers  as  has  been  done  in  the  past.  It  may 
decide  to  est  ablish  its  own  factory  for  performing  certain  processes 
that  previously  have  been  performed  by  others.  Any  expenses 
attending  such  changes  must  be  regarded  as  expenditures  that 
were  not  present  before. 

(d)  Non-recurring  Expenses  and  Losses:  Full  consideration  must  be 
given  to  the  effect  of  certain  losses  and  expenses  of  the  past  if  these 
may  be  properly  regarded  as  non-recurring  in  nature.  It  may  be 
that  the  company  has  been  under  heavy  financial  obligations 
because  of  accidents,  judgments,  fire  losses,  or  for  special  items 
such  as  expenses  attending  a  period  of  unusually  heavy  con- 
struction or  attending  the  moving  of  a  plant  or  the  relocating  of 
machinery. 

(e)  Excessive  Expense  in  Usual  Items:  Such  items  as  salaries 
and  office  expenses  are  regular  and  recurring.  It  is  possible, 
however,  that  much  of  the  corporation's  difficulty  may  be 
traced  to  the  fact  that  excessive  salaries  and/or  bonuses  have  been 
paid  to  certain  officers,  attorneys,  or  others. 
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(/)  Income  Items:  The  accountant  must  take  into  consideration 
the  effect  of  the  proposed  changes  on  the  income  of  the  corpora- 
tion. He  must  eh'minate  from  the  recast  statements  all  income 
derived  from  activities  to  be  abandoned  under  the  new  phm  of 
operation.  If  a  building  occupying  a  possible  plant  site  has  been 
rented  but  is  now  to  be  abandoned,  the  accountant  must  not 
overlook  the  decrease  in  income  that  will  result.  He  nmst, 
of  course,  consider  the  probable  income  to  be  derived  from  any 
new  lines  or  activities  that  are  to  be  introduced. 

It  is  not  likely  that  the  accountant  in  any  one  case  will  find  all  of  the  factors 
that  have  been  mentioned  to  be  of  consecjuence.  On  the  other  hand,  it  is  true 
that  a  given  case  may  bring  forth  some  item  not  mentioned  in  this  brief  survey. 
The  accountant  nmst  be  alert  to  the  demands  of  the  work  in  hand  and  in  the  pre- 
paring of  statements  that  are  reliable  and  complete.  He  should  be  alert,  too,  in 
the  matter  of  discovering  actual  accounting  errors  of  the  past.  He  should  intro- 
duce into  his  work  correcting  or  adjusting  entries  for  items  improperly  charged  to 
surplus,  profit  and  loss,  to  assets,  or  to  liabilities.  Likewise,  the  credits  to  these 
accounts  shoukl  be  altered  if  they  have  not  been  made  in  accordance  with  accepted 
accounting  principles. 

His  statements  should  reflect  any  policy  changes  that  are  contemplated  by  the 
proposed  reorganization  plan.  These  may  center  around  bad  debts,  depreciation 
allowances,  instalment  sales,  uncompleted  contracts,  the  paying  of  departmental 
salaries  or  bonuses,  or  any  other  items  within  the  range  of  the  corporation's  activi- 
ties. If  the  corporation  chances  to  be  a  holding  corporation,  definite  policy  changes 
may  be  contemplated  in  the  manner  in  which  the  corporation  has  dealt  with  its  su}> 
sidiaries.  Not  least  important  of  these  may  be  the  matter  of  changing  the  method 
of  handling  income  from  subsidiaries  from  a  dixidends-received  or  "carrying-at- 
cost"  basis  to  an  income-earned  or  ' 'carry ing-at-present-value"  basis. 
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QUESTIONS  AND  PROBLEMS 

Answers  and  solutions  to  tlu^  following  questions  and  problems  are  now  to  be  prepared  by  you 
after  ean^ful  study  of  the  foregoing  chapter.  Any  good  quality  of  paper  on  which  your  work  will 
appear  neat  and  legible  may  be  used. 

(1)  Name  several  factors  which  indicate  that  a  corporation  should  not  be 
reorganized  but  should  be  liquidated. 

(2)  Outline  the  principal  work  of  the  accountant  in  connection  with  the 
reorganizing  of  a  corporation? 

(3)  What  is  the  purpose  of  preparing  a  balance  sheet  ''after  giving  effect  to 
refinancing"? 

(4)  Problem.— At  a  meeting  of  the  stockholders  of  the  Johnson  Manufactur- 
ing Company,  held  on  June  10,  1934,  the  officers  of  the  company  were  authorized 
to'^put  into  effect  the  following  plan  of  refinancing: 

1.  An  issue  of  $2,000,000  First  mortgage  6-per-cent.  Gold  Bonds 
maturing  July  1,  1949,  is  to  be  sold  to  bankers  at  92|,  and  the 
present  "First    Mortgage    7-per-cent.    Gold    Bonds,    of    which 
S250,000  are  outstanding,  are  to  be  called  at  105. 

2.  An  issue  of  $1,100,000  preferred  stock,  7-per-cent.  cumulative, 
'  par  value  $100,  is  to  be  sold  at  par  or  exchanged  and  the  present 

8-per-cent.  preferred  stock,  par  value  $100,  of  which  $927,500 
par  value  is  outstanding,  is  to  be  retired. 

3.  A  commission  of  $2.50  will  be  paid  to  brokers  on  each  share  of 
the  present  outstanding  preferred  stock  which  they  succeed  in 
exchanging  for  new  preferred  stock,  and  a  commission  of  $6.00 
per  share  will  be  paid  on  each  of  the  remaining  new  shares  sold. 
Commissions  paid  will  be  regarded  as  stock  discount. 

4.  New  shares  of  common  stock,  without  par  value  (100,000  shares 
'  authorized)  will  be  exchanged  for  the  present  $100  par  value 

common  stock,  of  which  there  are  12,493  shares  outstanding,  in 
the  ratio  of  eight  new  shares  for  one  old  share. 

5.  The  loans  and  bills  payable  and  the  instalment  mortgage  are  to 
be  liquidated  and  the  accounts  payable  are  to  be  reduced  by 
$300,000. 

You  were  engaged  by  the  bankers  to  examine  the  accounts  of  the  company 
for  the  five-year  period  ending  June  30,  1934,  and  have  found  as  follows: 
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(a)  Trial  Balance  after  closin";,  June  30,  1934: 


Accounts  Receivable. 
Accounts  Payable  . 
Accrued  Accounts 
Bills  Receivable 
Cash 


Cash  Surrender  Value  of  Insurance  on  Lives  of  Officers 

Common  Stock,  12,493  Shares 

First  Mortgage  7-per-cent.  Bonds,  due  1038    .....' 

Guaranteed  Deposits 

Instalment    Mortgage    (On  property    not   covered   by    Mortgage 

Indenture)       

Loans  and  Bills  Payable 

Marketal)le  Securities 

Plant  and  I'](iuif)ment  (Depreciated  Value)    ... 

Preferred  Shares,  9,275  Shares 

Prepaid  Accounts 

Product  Finished  and  In  Process 

Reserve  for  Doubtful  Accovuits 

Raw  Materials  and  Supplies 

Railroad  Claims 

Reserve  for  Federal  Income  Taxes 

Surplus ...".". 

Sinking  Fund  for  Retirement  of  Preferred  Stock 

Unamortized  Bond  Discount  and  Expense     . 


1,512,099 


2S7,770 

195,998 

60,738 


6,325 


27,713 
1,828,400 

279,040 
928,301 

492,169 
599 


31 


68 
66 
57 


19 


24 
57 

19 
21 

59 
62 


593,570 
89,311 


1.249,300 
250,(KX) 


81 
99 


00 
00 


17 

17,0{X) 


5,636,234 


46 
00 

29 


9  724 

1.362,'(K)0 


927,500 
29,000 


29 
00 


00 
00 


33,750 
1,092,077 


5,636,234 


00 
20 


29 


(b)  Interest  on  the  old  bond  issue  and  all  dividends  on  the  preferred 
stock  have  been  paid. 

(c)  All  of  the  present  holders  of  preferred  stock  have  agreed  to 
exchange  their  stock  for  stock  of  the  new  issue.  $110  par  value 
of  new  stock  is  to  be  given  in  exchange  for  $100  par  value  of  old. 

{d)  The  expenses  to  be  incurred  in  connection  with  the  proposed 
refinancing  are  estimated  to  be  $15,000. 

(e)  The  Ross  Appraisal  Company  has  appraised  the  \'alue  of  the 
plant  and  equipment  at  cost  to  reproduce  new  less  accrued 
depreciation,  as  of  June  30,  1934,  at  $4,371,140.14. 

(/)  The  net  profits  of  the  company  for  the  five  fiscal  years  ended 
June  30,  were  as  follows: 

Year  ended  June  30,  1930 $270,403.01 

Year  ended  June  30,  1931 322,468.19 

Year  ended  June  30,  1932 191,910.59 

Year  ended  June  30,  1933 277,()81.93 

Year  ended  June  30,  1934 251,330.23 

(g)  The  provision  already  made  for  Federal  income  taxes  will  be 
taken  as  correct. 

(h)  The  balance  of  the  Unamortized  Bond  Discount  and  Expense 
account  will  be  regarded  as  applicable  to  the  new  issue  of  bonds. 
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{{)  The  inventories  w^ere  found  to  be  substantially  correct  as  to 
quantities  and  priced  at  cost  or  market,  whichever  was  lower, 
and  the  trial  balance  after  closing  was  found  to  be  correct. 

Suhmii  the  following: 

1.  A  certified  balance  sheet  as  of  June  30,  1934,  giving  effect  to  the  proposed 
refinancing.  (Include  in  your  certificate  the  results  of  operations  for  the  period  of 
your  examination.) 

2.  The  journal  entries  necessary  to  bring  the  books  of  account  into  agree- 
ment with  the  balance  sheet  after  giving  effect  to  the  proposed  refinancing. 

Look  over  your  answers  and  solutions  to  the  questions  and  problems  following  Chapters  V 
and  VI  and  immediately  send  them  to  the  Schools  for  correction. 
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